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THE COMPANY

Tully’s Coffee Corporatlon (“Tully’s”) roasts and sells high quality, premium roasted whole bean coffees.
Tully’s Retail division operates specialty coffee stores that offer our premium roasted whole bean coffees and
serve a wide selection of hot and cold beverages that feature our coffees, teas and premium softened ice cream.
The stores also sell baked goods, pastries and other food products, and coffee related supplies, accessories and
equipment. As of September 30, 2004, Tully’s operated 93 retail stores, all of which are located in the western
United States.

Our Wholesale division sells Tully’s coffees and related products and supplies to domestic customers in the
supermarket, food service, restaurant, office coffee service, and institutional channels, primarily in the western
United States. As of September 30, 2004, Tully’s premium coffees were available in approximately 2,500
supermarkets.

Tully’s Specialty division develops new business opportunities related to the licensing or franchising of
Tully’s stores within domestic U.S. markets, international growth, and extending the Tully’s brand into
complementary products. In Fiscal 2004, Tully’s renamed the former International division as the “Specialty
division.” The Specialty division includes our U.S. franchising and licensing activities (product sales to these
customers are included in the Wholesale division) and also includes our international business activities. As of
September 30, 2004, Tully’s had five U.S. stores operated by franchisees or licensees, all located in the western
United States. FOODX GLOBE Co., Ltd. is our exclusive licensee for Japan, and as of September 30, 2004
operated 86 Tully’s retail stores and had franchised an additional 121 stores under the Tully’s brand.

Our retail store philosophy focuses on providing an upscale atmosphere, with quick, friendly service where
customers can relax and enjoy some of the finest hot and cold coffee, espresso, and hand-made ice cream shake
drinks available, together with other foods. We seek to make each location a comfortable neighborhood meeting
place, with employees who go out of their way to make customers feel special. We believe that developing
customer loyalty and brand recognition on the foundation of product appeal and customer service is of the utmost
importance in our business and growth strategy, and that our retail image builds product and brand credibility for
our Wholesale and Specialty divisions.
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October 25, 2004

Dear Shareholders, Employees, Vendors and Customers,

I am pleased to report to all of you on our business results for our Fiscal year 2004, which ended March 28,
2004. I am also excited to share with you our view about Tully’s current business status, and to tell you about our
business and investment objectives for the future.

In Fiscal 2004, our total company sales were $50.8 million. While this is unchanged from the prior year,
each of our business units was more productive. Our retail stores had a comparable store sales increase of 3.0%
in Fiscal 2004 and our Wholesale division sales increased by 12.9%. Our Retail division sales include the impact
associated with the closing of a few underperforming stores. A shift to local sourcing of coffee (roasted to
Tully’s specifications) and equipment by our licensee in Japan, resulted in lower specialty division top line sales
but greater gross profits for Tully’s in Fiscal 2004 than 2003.

During Fiscal 2004, we continued to place our primary emphasis on improving our financial results and
business fundamentals. We believe these actions have positioned Tully’s to take advantage of market
opportunities and to reinvigorate growth in Fiscal 2005 and subsequent years. We especially focused on
improved financial performance from our Retail division. We also improved efficiency in our support
organization and supply chain and on the conservative use of capital in our business. At the same time, we
continued to grow our Wholesale division and our Specialty division.

As set forth above, our primary focus in Fiscal 2004 was on improving our earnings, specifically our
earnings before interest, taxes, depreciation and amortization (also referred to as “EBITDA”) and our cash flow
from operations, rather than on growing sales. As the result of this strategy, in Fiscal 2004 Tully’s reported
positive EBITDA of $1,741,000, which was a $3,987,000 improvement from the previous year. Our cash flow
from operations was $1,287,000, which was an improvement of $4,574,000 from the previous year. These Fiscal
2004 results came largely from a $2,366,000 improvement in Retail division operating income, and a $1,999,000
decrease in corporate and non-divisional expenses.

The number of Tully’s stores around the world grew Mar | Mar | Mar | Sep
in Fiscal 2004, and has continued to grow, reflecting the Number of Tully’s | 31, 30, 28, 30,
expansion of our Japanese licenség (Foodx). As mentioned Stores 2002 | 2003 | 2004 | 2004
above, our domestic strategy was not focused on opening U.S. Stores
new stores in Fiscal 2004; rather it was focused on 0
. . . perated by
improving the financial performance and fundamentals of Tully’s 104 | 100 9 93
our existing store base. Starting in Fiscal 2005, we expect
the number of U.S. stores to have a net increase as we U.S. Licensees and
move forward tc build out the West Coast markets where Franchisees - - 1 5
we already have a retail base. Also in Fiscal 2004, our first International
U.S. franchised store opened and four more franchised Licensees 50 | 113 | 175 | 207
stores have opened in the first half of Fiscal 2005.

Total 154 | 213 | 270 | 305

Our Wholesale division growth strategy for the grocery channel involves the addition of new distribution
outlets, participation in consumer-oriented marketing with our supermarket customers, and expanded product
offerings with current customers. The number of supermarkets offering Tully’s packaged ground premium coffee
has grown from about 800 stores at the beginning of Fiscal 2004 to about 2,500 stores at September 30, 2004.
Tully’s coffee is now sold by grocers in approximately sixteen states. We are also seeing increased interest
amongst grocers in adding additional Tully’s products, such as our packaged whole bean coffees and our bulk
whole bean coffees. Our food service channel strategy is based upon establishing and maximizing distribution
relationships with strong regional distributors. In Fiscal 2004, we established relationships with new food service
distribution companies in the Pacific Northwest and the Southwest U.S. and we are pleased with the results, and
future opportunities, with these key distribution partners.
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Our focus in the past few years has been toward improving our day-to-day operations, improving our short-
term financial operating results, and limiting the amount of capital invested in property and working capital.
However, your board of directors and management periodically assess opportunities to improve our business or
to otherwise benefit our shareholders, such as the evaluation we made regarding the possible integration of
Tully’s and Foodx. We will continue to evaluate such opportunities for strategic relationships and for obtaining
additional growth capital as they arise. We also are working to facilitate such possible opportunities through
efforts like the proposed rights offering to our shareholders.

As you are all aware, Tully’s was founded on four key points of differentiation from our competitors. These
are (1) our great coffee, (2) wonderful and committed employees, (3) our comfortable stores, and (4) our
commitment to give back to our communities. Tully’s employees are the most important element of these points
of differentiation, because they make the other things happen. They must have the right goals, commitment to
quality and personalities. We work hard to recruit and train accordingly. You will not only find these qualities in
our store employees, but also in our roasting and distribution team, in our sales and service team, and in our back
office organization. These qualities are also found in our experienced executive leadership team and our board of
directors.

Speaking of our executive leadership team, we recently announced a key addition to our great team: our new
President & COO John Dresel. John not only adds strong leadership skills but also highly seasoned multi-unit
operational experience as well as tremendous background in marketing and brand building. I am personally
thrilled to add an individual of John’s experience and skills as the day-to-day leader of our great organization.

We have also nominated two executives for election to our board of directors at our 2004 Annual
Shareholders Meeting. They are Kathi Jones (who brings retailing, marketing and human resources expertise)
and Greg Hubert (a seasoned executive in multi-unit restaurants and franchising). Three of our current directors
will be retiring from the board during this fiscal year. On behalf of the board of directors, shareholders and
employees, I want to personally thank Artie Buerk, Larry Culver, and George Hubman for their faithful service
to Tully’s these past many years.

We are approaching the next stage of our business development where we expect to accelerate our growth,
with a continued focus on financial results. This will take an unrelenting focus on excellence of our four key
points of differentiation for success. We believe that the marketplace seeks the emergence of the “global number
two” specialty coffee company. We believe that Tully’s is well positioned to reach for that opportunity. Grasping
that opportunity, however, will require more financial resources. We expect to seek additional capital for growth
in the near future.

In summary, Fiscal 2004 was a key transitional year for Tully’s business development and we believe we
demonstrated many favorable results and trends. We continue to believe that Tully’s has great prospects for the
future. Notwithstanding, we acknowledge that we operate in a competitive industry and we will have important
choices to make in the future with respect to possible opportunities for the growth of our company and a return to
our shareholders. Suffice it to say that all decisions in this regard will always be made with our shareholders
interests as the number one priority.

Thank you for your continued support of Tully’s.
Very truly yours,
TULLY’S COFFEE CORPORATION
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Tom T. O’Keefe
Founder, Chairman of the Board & Head Barista
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SELECTED FINANCIAL DATA

The following selected financial data have been derived from the consolidated financial statements of
Tully’s. The data set forth below should be read in conjunction with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations™ and our consolidated financial statements and notes thereto
appearing elsewhere in this report.

Fiscal Years Ended (1)
Mar 28, Mar 30, Mar 31, Aprl, Apr 2,
(dollar amounts in thousands, except per share data) 2004 (3) 2003 (2)(3) 2002 (3)(4) 2001 (3) 2000
Results of Operations Data
Netsales . ... e e $50,768 $50,800 §$ 51,458 §$42,102 $27,698
Operatingloss ........ ... i (1,920) (6,664) (13,111) (23,797) (7,717)
Loss before cumulative effect of change in accounting
Principle . ... o (2,669) (6,886) (11,152) (25,057) (8,066)
Cumulative effect of change in accounting principle (2) ... — (3,018) — — —
Netloss ..o $(2,669) $(9,904) $(11,152) $(25,057) $(8,066)
Net loss per share—basic and diluted:
Loss before cumulative effect of change in accounting
prnciple . ... . .. $ (0.16) $ (0.42) $ (0.69) § (1.59) $ (1.15)
Cumulative effect of change in accounting
principle (2) ... ... . — 0.18) — — —
Net loss per share—basic and diluted .................. $(0.16) $ 060) $ (069 $ (1.59) $ (1.15)
Balance Sheet Data
Total @Ssets .. ..ot $20,944 $24,591 $ 33,140 $ 39,278 $36,844
Long-term obligations (including current portion) (5) ..... 6,446 6,843 3,164 3,486 299
Stockholders’ equity (deficit) ........................ $(5,454) $(3,189) $ 6,417 $ 15245 $25,286
Other Data
Earnings (loss) before interest, taxes, depreciation and
amortization (6) . ........... i $ 1,741 $(2,246) $ (5.642) $(19,265) $(5,019)
Number of stores at period-end
Stores operated by Tuilly’s . ........... ... .. ..., 94 100 104 114 65
Stores operated by U.S. licensees and franchisees . ... 1 — — — —
Stores operated or franchised by international
[ICenSees . ..ot 175 113 50 23 8

Notes for Selected Financial Data

(1) Each fiscal year included 52 weeks except for the fiscal year ended April 2, 2000 (“Fiscal 2000”), which
had 53 weeks. The 53rd week accounted for $503,000 in net sales in Fiscal 2000.

(2) The cumulative effect of a change in accounting for goodwill in the amount of $3,018,000 was recorded in
Fiscal 2003. See Note 7 of the Notes to the Consolidated Financial Statements,

(3) Fiscal 2002, 2003 and 2004 include the following charges (dollars in thousands):

2004 2003 2002
Impairment of long-lived assets (see Note 8 of the Notes to the
Consolidated Financial Statements). ......... ..., $ 99 $1,390 $2,350
Store closures and lease termination costs (see Note 15 of the Notes to
the Consolidated Financial Statements). ........ ... ..., 170 108 1,583
Evaluation of business integration opportunity (see Note 13 of the Notes
to the Consolidated Financial Statements). . ...................... 541 — —
Total . $810 $1,498  $3,933




(4) During Fiscal 2002, Tully’s received a $12,000,000 license fee from UCC. In addition, we received
$4,200,000 and 300 shares of Tully’s Coffee Japan stock (with a market value of approximately $1,771,000
at October 1, 2001) in connection with the amendment of our supply agreement with Tully’s Coffee Japan.
The Tully’s Coffee Japan stock was sold by Tully’s in Fiscal 2003.

(5) Long term obligations are summarized as follows (dollars in thousands):
Mar 28, Mar 30, Mar 31, Aprl, Apr2,

2004 2003 2002 2001 2000

Current portion of long-term debt and capital lease

obligations ...............v ..., $1,145 $ 561 $ 308 $ 515 $ 94
Long-term debt, net of current portion . . ........ 2,167 3,106 26 210 14
Capital lease obligations, net of current portion .. 203 360 127 168 191
Convertible promissory note, net of discount . ... 2,931 2,816 2,703 2,593 —
Long term obligations (including current

POTHON) « .\ ittt et $6,446  $6,843  $3,164 $3486 $ 299

In addition to these long term obligations, we also had outstanding bank debt that was included in
current liabilities, as follows (dollars in thousands);

Mar 28, Mar 39, Mar 31, Aprl, Apr2,
2004 2003 2002 2001 2000
Banklineofcredit ......................... $ — $ — $ — $5,500  $3,000

(6) Earnings before interest, taxes, depreciation and amortization (“EBITDA?”) is a financial measurement we
use to measure our operating performance, excluding the effects of financing costs, income taxes, and non-
cash depreciation and amortization. See Management’s Discussion and Analysis for additional information
regarding the computation and usage of EBITDA information. The following table sets forth, for the periods
indicated. the computation of EBITDA and reconciliation to the reported amounts for net loss (dollars in

thousands):
Fiscal Years Ended
Mar 28, Mar 30, Mar 31, Aprl, Apr2,
2004 2003 2002 2001 2000
Earnings (loss) before interest, taxes, depreciation and
amortization is computed as follows:
Net LosS o ov i e e $(2,669) $(9,904) $(11,152) $(25,057) $(8,066)
Add back cumulative effect of change in accounting
principle .. ... — 3,018 — — —
Loss before cumulative effect of change in accounting
PrNCIPle . ..o (2,669) (6,886) (11,152) (25,057) (8,066)
Add back amounts for computation of EBITDA
Interest income, interest expense, and loan guarantee
fees . 760 721 904 1,399 499
Income taxes . ........cooriiiiineniieinan 43 25 6 — —
Depreciation and amortization ................... 3,607 3,894 4,600 4,393 2,548
Earnings (loss) before interest, taxes, depreciation and
AMOTHZATON . ..o vttt e e e $ 1,741 $(2,246) $ (5,642) $(19,265) $(5,019)

(7) Industry Segments. Tully’s is organized into three business units: (1) the Retail division, (2) the Wholesale
division, and (3) the Specialty division. See Note 21 of the Notes to the Consolidated Financial Statements
for information regarding our business units.

(8) Foreign Business. Product sales to licensees located outside the United States accounted for approximately
0.6% of net sales for Fiscal 2004 as compared to 4.0% in Fiscal 2003, and 5.6% in Fiscal 2002. Net sales
from international licenses, royalties and fees were approximately 2.4% of net sales for Fiscal 2004 as
compared to 1.3% in Fiscal 2003 and 0.1% in Fiscal 2002. See Note 13 of the Notes to the Consolidated
Financial Statements for additional information regarding our foreign business.




MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

The following discussion and analysis provides information that Tully’s believes is relevant to an
assessment and understanding of our results of operations and financial condition for the fiscal years ended
March 28, 2004, March 30, 2003, and March 31, 2002. The following discussion should be read in conjunction
with the consolidated financial statements and related notes appearing elsewhere in this report. We believe that
certain statements herein, including statements concerning anticipated store openings and closings, planned
capital expenditures, and trends in or expectations regarding Tully’s operations, constitute “forward-looking
statements” within the meaning of Section 21E of the Securities Exchange Act of 1934, as amended. Such
statements are based on currently available operating, financial and competitive information, and are subject to
risks and uncertainties. Actual future results and trends may differ materially depending on a variety of factors,
including, but not limited to, coffee and other raw materials prices and availability, successful execution of our
business plans, the impact of competition, the effect of legal proceedings, and the success of our foreign
licensees. These and other factors that may cause our actual results and trends to differ materially from our
expectations are described in the “Risk Factors” section of this report.

Overview

We end our fiscal year on the Sunday closest to March 31. As a result, we record our revenue and expenses
on a 52 or 53 week period, depending on the year. Each of Fiscal 2004, Fiscal 2003, Fiscal 2002 and Fiscal 2001
included 52 weeks. Fiscal 2005 will include 53 weeks.

Tully’s derives its revenues from sales from its:

¢ Retail division, which operates retail stores in Washington, Oregon, California and Idaho (for Fiscal
2004, Tully’s derived approximately 80.0% of its net sales from the Retail division),

*  Wholesale division, which sells Tully’s-branded products to domestic supermarkets, food service
distributors, restaurants, institutions, and office coffee services, and through direct mail order sales, and

*  Specialty division (formerly known as the International division), which sells Tully’s-branded products
to its foreign licensees and receives royalties and fees from those licensees, and which is now
responsible for emerging opportunities for U.S. franchising and licensing.

The relative percentage of net sales from each division for Fiscal 2002, Fiscal 2003 and Fiscal 2004 are
depicted by these graphs:

Divisional Sales Mix

FY2002 FY2003 FY2004

Specialty Specialty Specialty
9.4% 9.3% 7.1%

Wholesale
12.9%

Wholesale
11.4%

Wholesale
10.0%

Retail Retail Retail
80.6% 79.3% 80.0%



From our founding through Fiscal 2001, our primary objectives were to establish the Tully’s brand, increase
our revenues and expand our retail store base. During this period and through Fiscal 2003, our cash flow from
operations was insufficient to cover operating expenses. These losses have been exacerbated by the weak
economy in our principal geographic markets since 2001. During Fiscal 2002 through Fiscal 2004, we shifted our
emphasis toward improving our operating performance and placed less emphasis upon expanding our retail store
base and revenues. This shift in emphasis reflects management’s view that Tully’s has sufficiently developed its
brand identity and that greater emphasis should be placed on improving corporate productivity and operating
performance, and upon the conservative use of capital. These continuing initiatives toward improved operating
performance and cashflow include:

* introducing new products and expanding product offerings, such as the introduction of Tully’s new ice
cream products and the Tully’s Limited Reserve Coffee Series,

* enhancing marketing efforts, such as refurbishing of store menu boards,

+ initiating selective retail price changes,

¢ making cost of sales improvements through more efficient product purchasing,

¢ closing stores that do not meet our financial criteria,

* increasing sales in the Wholesale division, primarily from new customers,

* reducing marketing, general and administrative costs, and

* decreasing cash usage for purchases of property and equipment.

In Fiscal 2004, our operating cash flow was sufficient to cover our operating expenses ($1,287,000 of cash
was provided by operations for the year). This reflects an improvement of $4,574,000 compared to $3,287,000 of
cash used by operations in Fiscal 2003. Management expects that the continuing benefits from the improvement
initiatives will result in improved operating results in Fiscal 2005 compared to Fiscal 2004. As described below
under “Liquidity and Capital Resources,” management believes that the operating cash flows, financing cash
flows, and investing cash flows projected in our Fiscal 2005 business plan, and the cash and cash equivalents of

$1,247,000 at March 28, 2004, will be sufficient to fund ongoing operations of Tully’s through Fiscal 2005. We
have not made a profit from operations in any year since inception.

The number of retail stores operated by Tully"s is summarized as follows (excludes stores operated or
franchised by licensees):

Fiscal Years Ended
March 28, March 30, March 31,

2004 2003 (1) 2002 (1)
NUMBERS OF STORES IN OPERATION: (2)
Beginningofthe Year .. ........ .. ... i it 100 104 114
New StOres ..ot e e 1 1
Closed StOres . ..o i it e (D ) (_12)
Endofthe Year . ... i i 94 E)Q 104

(1) InJanuary 2004, one new store was opened and another store was relocated into expanded and remodeled
premises.
(2) Including one seasonal store that closed during Fiscal 2003.




Comparable store sales are defined as sales from stores open for the full period in both the current and
comparative prior year periods. Changes in Retail division comparable store sales for Fiscal 2002, and for each
of the four quarters of Fiscal 2003 and Fiscal 2004, as compared to the corresponding periods in the previous
fiscal year, are depicted in the graph presented below,

Retail Comparable Store Sales

4.7%

% of Comparable Sales Incr/(Decr

After experiencing negative comparable store sales in Fiscal 2002, we implemented programs to improve
our comparable store sales, which have resulted in an improved comparable store sales trend. We believe that
favorable customer response to our product, marketing and service improvement initiatives is primarily
responsible for the comparable store sales increases during the recent past. We believe that the comparable store
sales increases and decreases in the periods shown above reflect the effects of (i) the changes in economic
conditions generally, (ii) competition (including the effects of new competitive stores opened during these
periods), (iii) customers purchasing Tully’s coffee in supermarkets instead of Tully’s retail stores, and (iv) the
relative levels of product innovation and marketing during each period.




Results of Operations

The following table sets forth, for the periods indicated, selected statement of operations data expressed as a
percentage of net sales:

Fiscal Years Ended
Mar 28, Mar 30, Mar 31,
2004 2003 2002
STATEMENTS OF OPERATIONS DATA:
Sales of products . . ... ... 93.5% 947%  96.2%
Licenses, royalties,and fees ........... ... ... .. . il 2.4% 1.3% 0.1%
Recognition of deferredrevenue . ............. ... ...l 4.1% 4.0% 3.7%
Netsales vt e 100.0% 100.0% 100.0%
Cost of goods sold and related occupancy expenses ................ 43.6% 46.6% 50.3%
Store operating eXpenses . ... ...t 333% 339% 33.8%
Other operating €Xpenses .. ... ......covuuuirirnneiennrenaannns 4.0% 3.7% 3.1%
Marketing, general and administrative costs . ........... ... ... ... 142% 183% 21.7%
Depreciation and amortization ............. ... ... oo 7.1% 7.7% 8.9%
Evaluation of business integration opportunity .................... 1.1% — —
Impairment of long-lived assets ........... ... ... it 0.2% 2.7% 4.6%
Store closure and lease termination Costs ... ....vveeiii . 0.3% 0.2% 3.1%
Total cost of goods sold and operating expenses ................... 103.8% 113.1% 125.5%
Operating loss . . ..ottt e B8)% (13.D)% 25.5%
Other income (expense)
Interest eXpense . ... ...t 1.D% 13)% ((1.6)%
INterest inCOME ... ..o\ttt * * 0.3%
Gain on sale of investments ............ ... ... o i, * * 5.6%
Miscellaneous income (EXPENSe) .............covuniuunnin.n. 0.1% 1.0% 0.1)%
Loan guarantee fee expense ..............oiiiiiiineien... 04)% O02% 0.4)%
Loss before income taxes and cumulative effect of change in
accounting principle . ...... ... 5.2)% (13.600% Q1.7)%
INCOME taXES . oottt e 0.1D)% * *
Cumulative effect of change in accounting principle . ............... — 59% —
NELIOSS « ot 53)% (195)% (21.7)%

*  Amount is less than 0.1%

Earnings (Loss) before Interest, Taxes, Depreciation and Amortization

Earnings before interest, taxes, depreciation and amortization (“EBITDA”) is a financial measurement we
use to measure our operating performance, excluding the effects of financing costs, income taxes, and non-cash
depreciation and amortization. We view EBITDA as a key indicator of our operating business performance, and
EBITDA is the primary determinant in the computation of management incentive compensation.

Regulation G, “Conditions for Use of Non-GAAP Financial Measures,” and other provisions of the
Exchange Act of 1934 define and prescribe the conditions for use of certain non-GAAP financial information.
We believe that our “EBITDA” information, which meets the definition of a non-GAAP financial measure, is
important supplemental information to investors.

We use EBITDA for internal managerial purposes and as a means to evaluate period-to-period comparisons.
This non-GAAP financial measure is used in addition to and in conjunction with results presented in accordance
with generally accepted accounting principles (“GAAP”) and should not be relied upon to the exclusion of
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GAAP financial measures. EBITDA information reflects an additional way of viewing aspects of our operations
that, when viewed with our GAAP results and the accompanying reconciliations to corresponding GAAP
financial measures, provide a more complete understanding of factors and trends affecting our business. We
strongly encourage investors to review our financial statements and publicly filed reports in their entirety and to
not rely on any single financial measure.

Because non-GAAP financial measures are not standardized, it may not be possible to compare these
financial measures with other companies’ non-GAAP financial measures having the same or similar names. For
information about our financial results as reported in accordance with GAAP, see our financial statements. For a
quantitative reconciliation of our EBITDA information to the most comparable GAAP financial measures, see
the table below.

The following table sets forth, for the periods indicated, the computation of EBITDA and reconciliation to
the reported amounts for net loss (dollars in thousands):

Earnings (loss) before interest, taxes, depreciation and amortization is computed as follows:

Fiscal Years Ended
March 28, March 30, March 31,
2004 2003 2002
NEt LOSS - v vttt e et e e e e $(2,669)  $(9,904) $(11,152)
Add back cumulative effect of change in'accounting principle . .. — 3,018 —
Loss before cumulative effect of change in accounting
prnciple . ... .. e (2,669) (6,886) (11,152)
Add back amounts for computation of EBITDA
Interest income, interest expense, and loan guarantee fees .. 760 721 904
INCOME tAXKES .« .ttt e it e et et e e 43 25 6
Depreciation and amortization ........................ 3,607 3,894 4,600
Earnings (loss) before interest, taxes, depreciation and
AMOTHZAtHON . ... it e e e $ 1,741 $(2,246) $ (5,642)

Fiscal Year Ended March 28, 2004 Compared To Fiscal Year Ended March 30, 2003
Net Sales

Our net sales for Fiscal 2004 decreased $32,000 to $50,768,000 as compared to net sales of $50,800,000 for
Fiscal 2003. The decrease in net sales is comprised as follows:

Total Company
Increase
Fiscal year ended March 28, 2004 compared to the fiscal year ended March 30, 2003 (Decrease) in
(dollars in thousands) ‘ Net Sales
Retail diVISION .. oottt e e e e $ 310
Wholesale diviSION . ..ottt it e e e e e 744
Specialty diviSiOn . ... ... .. e e - (1,086)

Total Company ............ SR P $ (32




The Retail division sales increase represented a 0.8% increase compared to Retail division sales for Fiscal
2003. The factors comprising this sales increase are summarized as follows:

Retail division

Components of net sales increase Increase

Fiscal year ended March 28, 2004 compared to the fiscal year ended March 30, 2003 (Decrease) in
(dollars in thousands) Net Sales
Comparable Stores Sales INCTEASE ... ... ivir ittt e et e ieeieeeeaan s $ 1,137
Sales decrease from stores closed in Fiscal 2004 and Fiscal 2003 . .................. (1,288)
Sales Increase from NEW STOTES . . . v v vttt ittt et et et ettt e 461

Total Retail diviSiOn ... ... ...ttt e $ 310

Comparable store sales for Fiscal 2004 increased by $1,137,000 or 3.0%, compared to Fiscal 2003. During
Fiscal 2004 and Fiscal 2003, Tully’s closed twelve stores, resulting in a sales decrease of $1,288,000. One new
store opened during the fourth quarter of Fiscal 2003 and one new store opened during the fourth quarter of
Fiscal 2004. These new stores produced a net sales increase of $461,000 for Fiscal 2004,

Wholesale division net sales increased $744,000, or 12.9%, to $6,522,000 for Fiscal 2004, from $5,778,000
for Fiscal 2003. The increase reflects a $1,057,000 sales increase in the grocery channel, due primarily to growth
in the number of supermarkets selling Tully’s coffees, partially offset by lower sales in food service channels.

Net sales for the Specialty division decreased by $1,086,000, or 23.0%, from $4,715,000 in Fiscal 2004 to
$3,629,000 in Fiscal 2003. During Fiscal 2003, FOODX began to purchase coffee, supplies and equipment from
Japanese suppliers rather than from Tully’s, and this trend continued during Fiscal 2004. The shift toward more
local procurement by FOODX and the resulting increase in coffee roasting fees paid to Tully’s decreased our
overall net sales to FOODX, but resulted in greater gross margins for Tully’s.

Operating Expenses

Cost of goods sold and related occupancy costs decreased $1,513,000, or 6.4%, to $22,153,000 for Fiscal
2004 as compared to Fiscal 2003, primarily as the result of the decrease in product sales to FOODX by the
Specialty division (which resulted in a $1,322,000 decrease in cost of goods sold). During Fiscal 2003 and Fiscal
2004, we implemented programs to improve the efficiency of our manufacturing and distribution processes and
we reduced our roasting and supply chain costs by approximately $342,000 in Fiscal 2004 (and increased the
volume of coffee roasted by approximately 18%) compared to Fiscal 2003. These cost reductions were partially
offset by an increase of $726,000 related to the cost of goods sold from the increased sales of the Wholesale
division. Cost of sales and related occupancy costs decreased $417,000 in the Retail division. As a percentage of
net sales, cost of goods sold and related occupancy costs decreased to 44.6% for the Fiscal 2004 as compared to
43.6% for Fiscal 2003, primarily as a result of these factors, the amounts of which are not separately
determinable:

» improved purchasing practices and sourcing of certain items at lower costs,
+ selective price increases on certain items in specific market areas,

* the growth in Wholesale division sales (which generally have a greater cost of sales percentage than
Retail division and Specialty division sales),

» the shift in the mix of Specialty division sales described above, and

* closure of stores with a higher-than-average ratio of occupancy costs to sales.

Store operating expenses decreased $290,000, or 1.7%, to $16,923,000 for Fiscal 2004 as compared to
Fiscal 2003 as the result of the closure of stores not meeting our financial requirements, partially offset by costs
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of the two stores added in Fiscal 2003 and Fiscal 2004. As a percentage of net sales, store operating expenses
improved to 33.4% for Fiscal 2004 from 33.9% for Fiscal 2003.

Other operating expenses (expenses associated with all operations other than retail stores) increased
$111,000 or 5.8% to $2,014,000 for Fiscal 2004 as compared to Fiscal 2003, as the result of expenses incurred in
connection with the expansion of our Wholesale division business. As a percentage of net sales, other operating
expenses increased to 4.0% for Fiscal 2004 as compared to 3.7% in Fiscal 2003.

Marketing, general and administrative costs decreased $2,109,000, or 22.7%, to $7,181,000 for Fiscal 2004
as compared to $9,290,000 for Fiscal 2003, reflecting our efforts to reduce such costs. This decrease reflects
reductions of $1,094,000 in marketing and promotion costs, $296,000 in labor costs, and $244,000 in
professional fees, as compared to Fiscal 2003.

Depreciation and amortization expense decreased $287,000, or 7.4%, to $3,607,000 for Fiscal 2004 as
compared to Fiscal 2003. The reduction in depreciation and amortization expense reflects the lower depreciable
asset base after asset retirements and asset impairment charges.

During Fiscal 2004 we entered into preliminary discussions with FOODX about the possibility of
integrating our business with FOODX. On May 12, 2004, we reported that we have ceased discussions with
FOODX. In connection with these discussions and the evaluation of this business integration opportunity, we
incurred fees and other expenses of $541,000 in Fiscal 2004 (no such costs were incurred in Fiscal 2003).

During Fiscal 2004, we incurred store closure and lease termination costs of $170,000 in connection with
the closure of seven stores that did not meet our financial criteria. Tully’s incurred $108,000 in store closure
costs during Fiscal 2003.

Operating Loss

As aresult of the factors described above, we had an operating loss of $1,920,000 for Fiscal 2004, which is
an improvement of $4,744,000 (71.2%) as compared to the operating loss of $6,664,000 during Fiscal 2003.

Other Income (Expense)

Interest expense decreased $111,000, or 17.1%, to $537,000 for Fiscal 2004 as compared to $648,000
during Fiscal 2003 due to a lower value assigned to warrants issued as payment of interest under the convertible
promissory note (see Note 12 of the Notes to the Consolidated Financial Statements), offset by increased cash
interest from a full year of borrowings under the KCL credit facility in Fiscal 2004 as compared to a partial year
of borrowing in Fiscal 2003.

During Fiscal 2004 we incurred loan guarantee fee expense of $227,000 from the non-cash compensation
(paid with warrants) to the guarantors of the credit facility (see Note 11 of the Notes to the Consolidated
Financial Statements). We incurred partial year expense of $94,000 of loan guarantee fee expense during Fiscal
2003 when this arrangement commenced.

As a result of the agreement with Spinelli Pte. Ltd. relating to the assignment of certain rights for our
Spinelli brand, we recognized a net gain of $460,000 that is included in other income for Fiscal 2003 (see Note
13 of the Notes to the Consolidated Financial Statements). There was no such gain recognized during Fiscal
2004.

Earnings (Loss) before Interest, Taxes, Depreciation and Amortization

As a result of the factors described above, we had EBITDA of $1,741,000 for Fiscal 2004, which is an
improvement of $3,987,000 as compared to the loss before interest, taxes, depreciation and amortization of
$2,246,000 during Fiscal 2003.
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Cumulative Effect of Change in Accounting Principle

During Fiscal 2003, we adopted the full provisions of SFAS 142 (see Note 7 of the Notes to the
Consolidated Financial Statements). We performed an evaluation of our goodwill as of April 1, 2002 and
determined that an impairment charge of $3,018,000 should be recorded related to our Retail division operations
in California and Oregon. As provided in SFAS 142, this impairment charge was retroactively recorded as the
cumulative effect of a change in accounting principle as of the beginning of Fiscal 2003.

Loss before Cumulative Effect of Change in Accounting Principle and Net Loss

As a result of the factors described above, loss before cumulative effect of change in accounting principle
decreased $4,217,000, or 61.2%, to $2,669,000 during Fiscal 2004, as compared to $6,886,000 during Fiscal
2003.

We had a net loss of $2,669,000 for Fiscal 2004, as compared to the net loss of $9,904,000 during Fiscal
2003 (including the Fiscal 2003 $3,018,000 non-cash charge for the write-off of goodwill from the cumulative
effect of change in accounting principle).

Fiscal Year Ended March 30, 2003 Compared To Fiscal Year Ended March 31, 2002
Net Sales

Our net sales for Fiscal 2003 decreased $658,000, or 1.3%, to $50,800,000 as compared to net sales of
$51,458,000 for Fiscal 2002. The decrease in net sales was comprised as follows:

Total Company

Increase

(Decrease) in

Fiscal 2003 compared to Fiscal 2002 (thousands of dollars) Net Sales
Retail diviSIon . ..o e e e - $(1,170)
Wholesale division .................... ... ...... e 662
Specialty diviSIOn ... ... ...t e e (142)
OHer .. e e e ®)
Total COMPANY . ..ottt ettt et e e e e $ (658)

The Retail division sales decrease represented a 2.8% decrease compared to Fiscal 2002. The factors
comprising this sales decrease are summarized as follows:

Retail division

Increase

Components of net sales decrease {Decrease) in

Fiscal 2003 compared to Fiscal 2002 (thousands of dollars) Net Sales
Sales decrease from stores closed in Fiscal 2002 and Fiscal 2003 ................... $(1,490)
Comparable stores sales deCrease . ........uuiteii et iaene e (278)
Sales increase from NEW SLOTES . . ... o iit ittt it et et 598
Total Retail diviSIon .. ..... ..ttt i et e i e $(1,170)

During Fiscal 2003 and Fiscal 2002, we closed a total of seventeen stores, which resulted in a sales decrease
of $1,490,000 from Fiscal 2002 to Fiscal 2003, while a total of three new stores opened during Fiscal 2003 and
Fiscal 2002 and produced a net sales increase of $598,000 in Fiscal 2003 compared to Fiscal 2002. Overall,
comparable store sales for Fiscal 2003 decreased by (0.7%) compared to the previous year.
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Wholesale division net sales increased $662,000, or 12.9%, to $5,778,000 for Fiscal 2003 from $5,116,000
for Fiscal 2002. The increase reflects a $945,000 sales increase due primarily to growth in the number of
supermarkets selling Tully’s coffees, partially offset by a $283,000 decline in office coffee service sales.
Wholesale division sales accounted for 11.4% of net sales in Fiscal 2003 and 10.0% in Fiscal 2002.

Net sales for the Specialty division decreased by $142,000, or 2.9%, for Fiscal 2003 from $4,857,000 to
$4,715,000 for Fiscal 2003. Although FOODX increased the number of its owned and franchised stores from 50
to 112 during Fiscal 2003, FOODX began to purchase coffee, supplies and equipment from Japanese suppliers
rather than from us during this period. The shift toward more local procurement by FOODX will generally
decrease our sales to FOODX, but will result in greater gross margins for Tully’s. The growth in FOODX’s retail
store base and business and the shift in its procurement resulted in a $728,000 increase in license royalties
(related to the stores franchised by FOODX) and coffee roasting fees compared to Fiscal 2002, but also resulted
in a decrease in sales of coffee and supplies of $870,000. Recognition of deferred revenue related to the UCC and
FOODX agreements increased by $130,000 because Fiscal 2002 included only a partial year of such revenues.
Specialty division sales accounted for 9.3% and 9.4% of net sales in Fiscal 2003 and Fiscal 2002, respectively.

Operating Expenses

Cost of goods sold and related occupancy costs decreased $2,239,000, or 8.6%, to $23,666,000 in Fiscal
2003 from $25,905,000 in Fiscal 2002. As a percentage of net sales, cost of goods sold and related occupancy
costs decreased to 46.6% for Fiscal 2003 compared with 50.3% for Fiscal 2002. These changes resulted primarily
from:

» the consolidation of the number of vendors from which we purchase supplies and inventory and
improved purchasing,

» improved inventory controls, including more careful management of perishable inventories and
supplies, and

* closure of stores with a higher-than-average ratio of occupancy costs to sales.

Store operating expenses remained flat, decreasing $177,000, or 1.0%, to $17,213,000 in Fiscal 2003 from
$17,390,000 in Fiscal 2002, reflecting the net decrease in the number of stores in operation. As a percentage of
net sales, store operating expenses remained unchanged at 33.9% for Fiscal 2003 compared to 33.8% for Fiscal
2002.

Other operating expenses (expenses associated with all operations other than retail stores) increased
$322,000 or 20.4% to $1,903,000 in Fiscal 2003 from $1,581,000 in Fiscal 2002. As a percentage of net sales,
other operating expenses increased to 3.7% for Fiscal 2003 compared to 3.1% for Fiscal 2002. This increase was
primarily due to growth in selling costs related to the growth in the Wholesale division.

Marketing, general and administrative costs decreased $1,870,000, or 16.8%, to $9,290,000 in Fiscal 2003
from $11,160,000 in Fiscal 2002 reflecting our efforts to reduce costs to levels appropriate for our revenue base.
This decrease includes $175,000 in reduced costs under baseball park sponsorship agreements, a $762,000
decrease in professional fees, and a $178,000 decrease in stock option compensation expense.

Depreciation and amortization expense decreased $706,000, or 15.3%, to $3,894,000 in Fiscal 2003 from
$4,600,000 in Fiscal 2002. During Fiscal 2003, we adopted the full provisions of SFAS 142 and therefore no
amortization of goodwill was recorded in Fiscal 2003, compared to $252,000 recorded in Fiscal 2002. The
reduction in depreciation and amortization expense also reflects the lower depreciable asset base caused by asset
retirements and asset impairment charges (described below) during Fiscal 2001-2003.

Impairment of Long-Lived Assets

During Fiscal 2003 and Fiscal 2002, we performed reviews of our long-lived assets to determine whether
such assets were impaired (see Note 7 of the Notes to the Consolidated Financial Statements). These reviews
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determined that impairments did exist, and a non-cash charge of $1,390,000 was recognized in Fiscal 2003
compared to the non-cash impairment charge of $2,350,000 during Fiscal 2002. These non-cash charges
represent the write-off of the goodwill, leasehold improvements and other long-lived assets determined to be
impaired.

Store Closure and Lease Termination Costs

Store closure and lease termination costs were $108,000 for Fiscal 2003 as compared to $1,583,000 in Fiscal
2002. This decrease in the amount of costs associated with closure and disposal of stores not meeting our
financial criteria and disposal of undeveloped property under leases is the result of the lower number of store
closures and surplus properties to be disposed of in Fiscal 2003. See Note 15 of the Notes to the Consolidated
Financial Statements.

Operating Loss

As a result of the factors described above, we had an operating loss of $6,664,000 in Fiscal 2003 as
compared to the operating loss of $13,111,000 in Fiscal 2002, which is an improvement of $6,447,000, or 49.2%,
as compared to Fiscal 2002. The improvement includes a $2,435,000 reduction in the amount of charges for
impairment of long-lived assets and for store closure and lease termination costs for Fiscal 2003 as compared to
Fiscal 2002.

Other Income (Expense)

Interest eXpense decreased $164,000, or 20.2%, to $648,000 for Fiscal 2003 compared to $812,000 for
Fiscal 2002. The decrease relates to the lower level of average outstanding debt during Fiscal 2003 as compared
to during Fiscal 2002 as the result of the repayment of our bank borrowings in Fiscal 2002 and the repayment of
other notes and contracts, and the lower cost recorded for warrants issued in lieu of cash interest for the
convertible promissory note during Fiscal 2003. See Notes 11 and 12 of the Notes to the Consolidated Financial
Statements. '

Gains on sale of investments of $14,000 in Fiscal 2003 and $2,887,000 in Fiscal 2002 are the realized gains
from the sale of our holdings of FOODX stock. The greater gain in Fiscal 2002 is the result of (i) lower cost per
share on the shares sold in Fiscal 2002, (ii) higher selling price per share in Fiscal 2002, and (iii) more shares
sold in Fiscal 2002.

Miscellaneous income (expense) increased $528,000 to income of $510,000 for Fiscal 2003 from expense of
$18,000 for Fiscal 2002. The increase reflects primarily the Fiscal 2003 sale of certain intellectual property to
Spinelli Pte. Ltd., in the amount of $500,000 less approximately $40,000 of costs (See Note 13 of the Notes to
the Consolidated Financial Statements).

Loan guarantee fee expense decreased $122,000 to $94,000 in Fiscal 2003 from $216,000 for Fiscal 2002
primarily as the result of the lower level of average outstanding debt during Fiscal 2003 that was subject to such
fees, as compared to Fiscal 2002. These are non-cash fees paid with options or warrants (see Note 11 of the
Notes to the Consolidated Financial Statements).

Loss before Interest, Taxes, Depreciation and Amortization

As a result of the factors described above, we had a loss before interest, taxes, depreciation and amortization
of $2,246,000 for Fiscal 2003, which is an improvement of $3,396,000 as compared to the loss before interest,
taxes, depreciation and amortization of $5,642,000 during Fiscal 2002.

Cumulative Effect of Change in Accounting Principle

During Fiscal 2003, we adopted the full provisions of SFAS 142. We performed an evaluation of our
goodwill as of April 1, 2002 and determined that an impairment charge of $3,018,000 should be recorded related
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to our Retail division operations in California and Oregon. As provided in SFAS 142, this impairment charge has
been retroactively recorded as the cumulative effect of a change in accounting principle as of the beginning of
Fiscal 2003. See Note 7 of the Notes to the Consolidated Financial Statements.

Loss before Cumulative Effect of Change in Accounting Principle and Net Loss

Loss before Cumulative Effect of Change in Accounting Principle decreased $4,266,000, or 38.3%, to
$6,886,000 in Fiscal 2003 from $11,152,000 for Fiscal 2002. The smaller loss in Fiscal 2003 reflects the
$6,447,000 improvement in operating loss during Fiscal 2003, partially offset by the smaller gain on sale of
investments during Fiscal 2003 as compared to Fiscal 2002.

After the $3,018,000 non-cash charge for the write-off of goodwill from the cumulative effect of change in
accounting principle, we had a net loss of $9,904,000 for Fiscal 2003 as compared to $11,152,000 for Fiscal
2002.

LIQUIDITY AND CAPITAL RESOURCES

The following table sets forth, for the periods indicated, selected statement of cash flows data (dollars in
thousands):

STATEMENTS OF CASH FLOWS DATA

Fiscal Years Ended
March 28, March30, March3l,
2004 2003 2002

(dollars in thousands)

Cash provided by (used for):

Loss before cumulative effect of change in accounting principle ........ $(2,669) $(6,886) $(11,152)
Adjustments for depreciation and other non-cash operating statement '

107011 ) 11 - J SO 2,363 4,151 5,055
Net loss adjusted for non-cash operating statement amounts ............ (306) (2,735 (6,097)
Deferred revenue cashreceived . ... ... 500 —_ 16,200
Cash provided (used) for other changes in assets and liabilities ......... 1,093 (552) (3,140)
Net cash provided by (used in) operating activities ................... 1,287 (3,287) 6,963
Proceeds from sale of investment in FOODX stock .. ................. —_— 1,829 3,025
Net (purchases) disposals of property and equipment ........ e (286) (1,186) (3,024)
Additions to intangibles and other assets ........................... _— —_— (12)
Net borrowings (repayments) of debt ....................... ... .... (761) 1,946 (6,282)
Proceeds from equity transactions ............. ... ... il 14 7 606

Net increase (decrease) in cash and cashequivalents . ..................... $ 254 § (691) $ 1,276

Overall, our operating activities, investing activities, and financing activities provided $254,000 of cash
during Fiscal 2004 as compared to cash used of $691,000 during Fiscal 2003.

Cash provided by operating activities for Fiscal 2004 was $1,287,000, an improvement of $4,574,000
compared to Fiscal 2003 when operations used cash of $3,287,000. Cash provided by operating activities
improved during Fiscal 2004 as the result of the improvements in operating results discussed above under
“Overview” and “Results of Operations.” The improvement in our operating results was due in part to reductions
in non-cash charges, such as depreciation and amortization. However, excluding the effects of these non-cash
charges, cash flow from net loss as adjusted for non-cash operating statement amounts improved by $2,429,000,
from net cash used of $2,735,000 during Fiscal 2003, to cash used of $306,000 during Fiscal 2004. During Fiscal
2004, $500,000 of cash was provided in connection with amending the FOODX license agreement as described
in Note 13 of the Notes to the Consolidated Financial Statements, and other changes in assets and liabilities
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provided cash of $1,093,000 (primarily from decreases in current assets) as compared to a net use of cash of
$552,000 for changes in assets and liabilities during Fiscal 2003 (primarily for increases in current assets).

In Fiscal 2002 operations provided cash of $6,963,000, which includes the cash receipt of $16,200,000 of
advance revenues as discussed in Note 13 of the Notes to Consolidated Financial Statements, and also the Fiscal
2002 use of such proceeds to reduce approximately $4 million of accounts payable and accrued liabilities that
had accumulated in Fiscal 2001. The effects of the Fiscal 2002 advance collection of deferred revenues, and the
Fiscal 2002 reduction of green coffee inventories, accounts payable and accrued liabilities that had accumulated
above typical levels in Fiscal 2001 impacted the amount of cash provided by operating activities in Fiscal 2002
as compared with subsequent years.

Investing activities used cash of $286,000 in Fiscal 2004 but provided cash of $643,000 in Fiscal 2003 and
used cash of $11,000 in Fiscal 2002. In Fiscal 2004 we minimized our investing activities as part of our strategy
for conservative use of capital. During Fiscal 2003 and Fiscal 2002, our investing activities focused on
conversion of investments to cash, principally involving the sale of our holdings of FOODX stock, and received
proceeds of approximately $1,829,000 (Fiscal 2003) and $3,025,000 (Fiscal 2002). More FOODX shares were
sold in Fiscal 2002 than in Fiscal 2003, and all holdings have been sold. One new store opened in each of Fiscal
2004 and Fiscal 2003 compared to two in Fiscal 2002. Cash invested for capital expenditures decreased in Fiscal
2004 compared to Fiscal 2003, and for Fiscal 2003 compared to Fiscal 2002 due to lower spending on new
stores, on improvements to existing stores (due in part to redeployment of assets from stores closed during this
period) and on assets for administrative support functions. Further, our Wholesale division has shifted its food
service sales strategy to focus more on our distributors (who typically provide equipment to customers) and less
on direct food service accounts that would be furnished equipment by Tully’s. Cash used for capital expenditures
was $320,000 in Fiscal 2004, $1,186,000 in Fiscal 2003 and $3,024,000 in Fiscal 2002. We also acquired
$250,000 and $723,000 of equipment in Fiscal 2004 and Fiscal 2003, respectively, through capitalized leases
(compared to none in Fiscal 2002).

Financing activities used cash of $747,000 in Fiscal 2004 and $5,676,000 in Fiscal 2002, but provided cash
of $1,953,000 in Fiscal 2003. In Fiscal 2004, the primary financing activity was repayment of debt and capital
leases. In Fiscal 2003, financing activities consisted primarily of borrowings under the new Kent Central Lines
(see Note 11 of the Notes to the Consolidated Financial Statements) and the payment of scheduled maturities of
other obligations. In Fiscal 2002, the primary financing activity was the repayment of the bank credit line
($5,500,000) and other obligations, using proceeds from the advance license fees and from the sale of FOODX
stock.

Overall, our operating activities, investing activities, and financing activities provided cash of $254,000 in
Fiscal 2004 as compared to cash used of $691,000 in Fiscal 2003 and cash provided of $1,276,000 ia Fiscal
2002.

As of March 28, 2004 we had cash of $1,247,000, and a working capital deficit of $4,425,000. Because we
principally operate as a “cash business,” we generally do not require a significant net investment in working
capital and historically have operated with current liabilities in excess of our current assets (excluding cash and
cash equivalents). Our inventory levels typically increase during the spring due to coffee crop seasonality and, to
a lesser degree, during the autumn due to holiday season merchandise. Inventories are also subject to short-term
fluctuations based upon the timing of coffee receipts. Tully’s expects that its investment in accounts receivable
will increase in connection with anticipated sales growth in the Wholesale and Specialty divisions. Operating
with minimal or deficit working capital has reduced our historical requirements for capital, but provides us with
limited immediately available resources to address short-term needs and unanticipated business developments,
and increases our dependence upon ongoing financing activities.

Cash requirements for Fiscal 2005, other than normal operating expenses and the commitments described
below and in “Management’s Discussion and Analysis of Financial Condition and Results of Operations” and the
financial statements and notes, are expected to consist primarily of capital expenditures related to the remodeling
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of retail stores, equipment and accounts receivable related to new Wholesale division customers, and roasting
plant equipment, The level of cash invested in capital expenditures will depend upon the timing, form and
amount of additional capital, if any, that we may raise in Fiscal 2005, and our assessment during Fiscal 2005 of
the anticipated operating results for Fiscal 2006 and the opportunities for additional capital that may be raised in
Fiscal 2006. We expect to open up to twelve new stores in Fiscal 2005, depending on the amount and timing of
the additional capital. If no additional capital is raised, we expect to open two or fewer new stores in Fiscal 2005.
Typically, a new store will require capital investment of approximately $200,000 to $250,000, but this varies
depending on the specific location. Depending on capital availability, we expect capital expenditures other than
new stores will be from $400,000 to $1,000,000 in Fiscal 2005. Some of these capital expenditures may be
accomplished through operating or capital leases.

At March 28, 2004 we had total liabilities of $26,398,000 and total assets of $20,944,000, so that a deficit of
$5,454,000 was reported for our shareholders. Operating with total liabilities in excess of total assets could make
it more difficult for us to obtain financing or conclude other business dealings under terms that are satisfactory to
us. However, liabilities at March 28, 2004 include deferred revenue in the aggregate amount of $12,420,000. We
will liquidate the deferred revenue balance through recognition of non-cash revenues of approximately
$1,800,000 annually in future periods, rather than through cash payments. The future cash expenses associated

~'with this deferred revenue balance are expected to be less than $200,000 per year. Accordingly, we expect to
liquidate the deferred revenue balance ($12,420,000 at March 28, 2004) for less than $2,000,000 of future cash
expenditures. :

Management expects that the continuing benefits from the improvement initiatives and business strategies
will result in improved operating results in Fiscal 2005. In June 2004, we reached agreement with the lenders
under our credit facilities and our convertible promissory note to extend the maturities for those obligations, as
described in Note 11 and Note 12 of the Notes to the Consolidated Financial Statements, which has reduced the
required principal payments under those debt instruments during Fiscal 2005. At March 28, 2004, we had
available borrowing capacity of $310,000 under our credit lines (available borrowing capacity fluctuates based
upon the timing and amount of our cash flows and the level of our eligible accounts receivable as provided in the
credit agreements). Management believes that the operating cash flows, financing cash flows, and investing cash
flows projected in the Fiscal 2005 business plan, and the cash and cash equivalents of $1,247,000 at March 28,
2004, will be sufficient to fund ongoing operations of Tully’s through Fiscal 2005. Accordingly, we do not
anticipate that additional equity or long-term debt capital will be required during Fiscal 2005 to sustain current
operations and meet our current obligations. However, we do expect to seek additional capital during Fiscal 2005
in order to fund a higher level of growth and to provide increased liquidity reserves for Tully’s.

19




The following table summarizes our principal financial commitments (other than ordinary trade obligations
such as accounts payable and accrued liabilities) as of March 28, 2004:

Payments Due by Fiscal Year
Total Fiscal 2005 Fiscal 2006 Fiscal 2007 Fiscal 2008 Fiscal 2009 Thereafter
(dollars in thousands)

Kent Central Credit Lines .. $ 2,957 $ 790 $2167 §$ — § — 5 — $ —
Other Notes Payable ...... 122 122 — — — — —
Convertible Note ......... 3,000 — 3,000 — — — —
Capital Leases ........... 436 233 119 63 19 2 —
Operating Leases ......... 24,890 5,151 4,830 4,297 3,712 3,279 3,621
Green Coffee Purchase . ... 5,100 3,600 1,500 —_— — -— —
Executive Severance (1) ... 424 202 172 50 —_ — —

$36,929 $10,098 811,788  $4,410 $3,731 $3,281 $3,621

(1) Pursvant to the employment agreement with our Chief Executive Officer, and the employment letters for
other members of Tully’s management, Tully’s has agreed to pay severance compensation to our CEO and
these executives in the event their employment by Tully’s is terminated for reasons other than certain
excluded circumstances. The amount of severance to be paid would depend upon the rate of salary at the
time of termination and other factors. As of March 28, 2004, the aggregate contingent obligation for
severance to these individuals was $648,000. In April 2004 Tully’s accepted the resignation of our CEO,
and is required to pay him severance compensation of $424,000 in varying installments over a twenty-four
month period starting in July 2004.

In Fiscal 2005 we expect to give more attention to growth of the business, including a higher rate of new
store openings compared to recent years, while continuing our focus on improving operating results. We expect
that additional sources of funding will be required to fund this increased capital investment. Further, if our actual
results should differ unfavorably from the Fiscal 2005 business plan, it could become necessary for us to seek
additional capital during Fiscal 2005. Tully’s expects that additional sources of funding will be required in
subsequent periods to fund capital expenditures required for growth of the business and fund repayment of other
long-term obligations and commitments. Such additional sources of funding are expected to include debt or
equity financings.

The terms of our credit facilities require that proceeds from sales of new equity first be used for repayment
of those obligations, which mature in Fiscal 2006. Further, the holders of the credit facility and the guarantors of
that facility have a security interest in all of our assets. Accordingly, we expect to first use the proceeds, if any,
from new equity or debt financings to repay the borrowings under the credit facilities and our convertible
promissory note, and to use any additional proceeds for growth of the business and general corporate purposes.
The rights offering may provide some new capital, but that is only a secondary objective of that proposed
offering and we are not able to anticipate the extent to which our shareholders will elect to purchase securities in
that proposed offering. We are currently evaluating possible sources of new capital, which may include new debt
or new convertible debt.

If the pricing or terms for any new financing do not meet our expectations, we may be required to choose
between completion of the financing on such unfavorable terms or not completing the financing. If other sources of
capital are unavailable, or are available only on a limited basis or under unacceptable terms, then we could be
required to substantially reduce operating, marketing, general and administrative costs related to our continuing
operations, or reduce or discontinue our investments in store improvements, new customers and new products. In
addition, we could be required to sell individual or groups of stores or other assets (such as wholesale distribution
territories) and could be unable to take advantage of business opportunities or respond to competitive pressures.
Store sales would involve the assignment or sub-lease of the store location (which may require the lessor’s consent)
and the sale of the store equipment, leasehold improvements and related assets. The proceeds received from the sale
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of stores or other assets might not be sufficient to satisfy our capital needs, and the sale of better-performing stores
or other income-producing assets could adversely affect our future operating results and cash flows.

Tully’s Articles of Incorporation provide that our Series A Preferred Stock is senior to the Common Stock
for a stated dollar amount of liquidation preference, and the Series B Preferred stock is junior to a stated dollar
amount of liquidation preference for each of the Series A Preferred Stock and the holders of the Common Stock.
If we were to sell all or a substantial portion of our assets in order to meet our operating needs and satisfy our
obligations or were to be liquidated, the amounts available for distribution to shareholders might be less than the
aggregate liquidation preferences of the more senior shareholders, and no amounts might be available for
distribution to the more junior shareholders.

Application of Critical Accounting Policies

We have identified the policies below as critical to our business operations and the understanding of our
results of operations. The impact and any associated risks related to these policies on our business operations is
discussed throughout Management’s Discussion and Analysis of Financial Condition and Results of Operations
where such policies affect our reported and expected financial results. For a detailed discussion on the
application of these and other accounting policies, see Note 1 of the Notes to the Consolidated Financial
Statements. Note that our preparation of the consolidated financial statements requires us to make estimates and
assumptions that affect the reported amount of assets and liabilities, disclosure of contingent assets and liabilities
at the date of our financial statements, and the reported amounts of revenue and expenses during the reporting
period. There can be no assurance that actual results will not differ from those estimates.

Our discussion and analysis of our financial condition and results of operations are based upon our
consolidated financial statements, which have been prepared in accordance with accounting principles generally
accepted in the United States. We believe the following critical accounting policies affect our more significant
judgments and estimates used in our consolidated financial statements, and should be read in conjunction with
the Consolidated Financial Statements. Our critical accounting policies relate particularly to (1) revenue
recognition and (2) evaluation for impairment of long-lived assets, and (3) lease termination reserves.

Revenue recognition

Sales are generally recognized at the time of the sale at retail store locations. Sales for the Wholesale and
Specialty divisions are recognized upon shipment of the products. Allowances to Wholesale Division customers
for retail display and distribution positions (such as “slotting” allowances) are recognized as a reduction in sales,
reducing gross profits until fully amortized (typically a period of two to six months). Other discounts and
allowances are recognized in the period earned by the customer.

Revenues from advance license fees and similar agreements are recognized on the straight-line basis over
the expected life of the agreements (ranging from eight to fifteen years). Management’s judgment is involved in
determining the applicable amortization periods for these advance license fees. Royalty revenues for international
licensees are recognized in accordance with the license agreements based upon sales at specific licensee store
locations. Coffee roasting fees are recognized when the licensee that is subject to the fee purchases coffee. Initial
franchise fees for new stores franchised by Tully’s are recognized when Tully’s has completed the services
required to earn the fee and make it non-refundable, which is generally upon opening of the store. Royalty

revenues for stores franchised by Tully’s are recognized in accordance with the franchise agreements based upon
sales at the franchised store locations.

Evaluation of long-lived assets for impairment

We periodically review the carrying value of our long-lived assets for continued appropriateness. This
review is based upon our projections of anticipated future cash flows. We record impairment losses on long-lived
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assets used in operations when events and circumstances indicate that the assets might be impaired and the
undiscounted cash flows estimated to be generated by those assets are less than the carrying amount of those
items. Our cash flow estimates are based on historical results adjusted to reflect our best estimate of future
market and operating conditions. While we believe that our estimates of future cash flows are reasonable,
different assumptions regarding such cash flows could materially affect our evaluations. The net carrying value
of assets not recoverable are reduced to their fair value. Our estimates of fair value represent our best estimate,
based primarily on discounted cash flows.

Recognition and measurement of lease termination reserves

Periodically, we will determine that certain leases will be terminated and the store or other operation will be
closed. At the time when agreements are reached, we accrue for the net future minimum lease payments of the
related lease agreements. Amounts accrued as net future minimum losses include the discounted estimated future
rental payments and lease termination fees, and estimated sub-lease recoveries.

New Accounting Standards

See Note 1 of the Notes to the Consolidated Financial Statements.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

License royalty revenues from FOODX are computed based upon the sales of the FOODX franchised stores
in Japan, and coffee roasting fees are computed, in part, based upon the cost of the coffee roasted for FOODX in
Japan, which are both transacted by FOODX in yen. These amounts are therefore subject to fluctuations in the
currency exchange rates, These amounts are paid monthly and represent less than three percent of our net sales.
At the present time, we do not hedge foreign currency risk, but may hedge known transaction exposure in the
future. We estimate that an unfavorable ten percent change in the U.S. dollar/Yen currency exchange rates could
reduce operating income by $100,000 to $200,000 annually.

The supply and price of coffee beans are subject to significant volatility and can be affected by multiple
factors in producing countries, including weather, political and economic conditions. In addition, green coffee
bean prices have been affected in the past, and may be affected in the future, by the actions of certain
organizations and associations that have historically attempted to influence commodity prices of green coffee
beans through agreements establishing export quotas or restricting coffee bean supplies worldwide. In order to
limit the cost exposure of the main commodity used in our business, we enter into fixed-price purchase
commitments. Typically, Tully’s has entered into contracts for the next season’s delivery of green coffee beans to
help ensure adequacy of supply. However, in Fiscal 2004, Tully’s also entered into contracts for part of its ,
second year (Fiscal 2006) coffee harvest requirements, in order to provide a more stable market for the growers
and to provide for more certainty of coffee bean supply and pricing in Fiscal 2006. As of March 28, 2004, we had
approximately $3,600,000 in fixed-price purchase commitments for Fiscal 2005 and $1,500,000 in fixed-price
purchase commitments for Fiscal 2006. We believe, based on relationships established with our suppliers, that
the risk of loss on nondelivery on such purchase commitments is remote. However, we estimate that a ten percent
increase in coffee bean pricing could reduce operating income by $400,000 to $500,000 annually if we were
unable to adjust our retail prices. We currently have no foreign currency exchange rate exposure related to our
purchasing of coffee beans because all transactions are denominated in U.S. dollars.

CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

PricewaterhouseCoopers LLP served as independent accountants to Tully’s for Fiscal 2002 and until May 5,
2003, when the Company dismissed PricewaterhouseCoopers LLP as its principal accountant. On May 8, 2003,
Tully’s engaged Moss Adams LLP, as our principal accountant to audit our consolidated financial statements.
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The decision to change accountants was recommended by the audit committee of the Board of Directors and was
approved by our Board of Directors. During Fiscal 2002 and the preceding year {(Fiscal 2001) and through May
8, 2003, we did not consult with Moss Adams LLP regarding the application of accounting principles to any
specified transaction or the type of audit opinion that might be rendered on our financial statements. The audit
committee of the Board of Directors reappointed Moss Adams LLP in connection with the examination of the
Fiscal 2004 financial statements; this reappointment was affirmed by the Board of Directors and was affirmed by
our shareholders at the 2003 Annual Meeting of Shareholders on March 25, 2004,

The audit reports of PricewaterhouseCoopers LLP on our consolidated financial statements as of and for the
years ended March 31, 2002 and April 1, 2001 did not contain any adverse opinion, disclaimer of opinion or
qualification or modification as to uncertainty, audit scope or accounting principles, other than emphasis
paragraphs that referred to our recent and prospective liquidity issues. During Fiscal 2002 and Fiscal 2001, and
during the period April 1, 2002 through May S, 2003, there were no disagreements with PricewaterhouseCoopers
LLP on any matter of accounting principles or practices, financial statement disclosure or auditing scope or
procedures, which disagreements, if not resolved to the satisfaction of PricewaterhouseCoopers LLP, would have
caused PricewaterhouseCoopers LLP to make reference to the subject matter of the disagreements in connection
with their reports, and there was no occurrence of any reportable event, within the meaning of Item 304{a)(1)(v)
of Regulation S-K under the Securities Exchange Act of 1934.
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of
Tully’s Coffee Corporation

We have audited the accompanying consolidated balance sheets of Tully’s Coffee Corporation as of March 28,
2004 and March 30, 2003, and the related consolidated statements of operations, comprehensive loss, changes in
shareholders’ equity (deficit), and cash flows for each of the years then ended. These financial statements are the
responsibility of the Company’s management. Qur responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our

opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Tully’s Coffee Corporation as of March 28, 2004 and March 30, 2003 and the results of its operations
and cash flows for each of the years then ended in conformity with accounting principles generally accepted in
the United States of America.

Moss Apams LLP

Seattie, Washington

May 21, 2004 except as to Note 22,
as to which the date is June 25, 2004




Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of
Tully’s Coffee Corporation:

In our opinion, the consolidated statements of operations, of comprehensive loss, of changes in
stockholders’ equity and of cash flows for the year ended March 31, 2002 present fairly, in all material respects,
the results of operations and cash flows of Tully’s Coffee Corporation for the year ended March 31, 2002, in
conformity with accounting principles generally accepted in the United States of America. These financial
statements are the responsibility of the Company’s management; our responsibility is to express an opinion on
these financial statements based on our audit. We conducted our audit of these statements in accordance with the
standards of the Public Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant estimates made
by management, and evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion. We have not audited the consolidated financial statements of Tully’s Coffee
Corporation for any period subsequent to March 31, 2002. '

See Note 2 for discussion of the Company’s recent and prospective liquidity issues.
PRrICEWATERHOUSECOOPERS LLP

Seattle, Washington
June 28, 2002
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Tully’s Coffee Corporation
Consolidated Balance Sheets

March 28, March 30,

2004 2003
(dollars in thousands,
except share data)
Assets
Current assets
Cashandcashequivalents ....... ... .. .. .. i, $ 1247 $ 993
Accounts receivable, net of allowance for doubtful accounts of $134 and $173 at
2004 and 2003, reSpeCtiVely . .. ..o i e e 889 1,239
INVeNIOrIES ..o i e e 2,170 2,417
Prepaid expenses and other current assets . ..............iiviiiiiiiee., 664 668
TOtal CUITENT ASSELS . . o v vttt e et e e e et e e e et e e e e e e e 4,970 5,317
Property and eqUIPmENt, NEL . . ... ...ttt e 14,004 17,079
GoodWill, Met .. o e e e 523 523
Other intangible assets, et . ... .. v ottt i e e e 874 994
(01717 g 13- £~ U U OO 573 678
TOtal ASSEES . ..o e e e e $ 20,944 $ 24,591
Liabilities and Stockholders’ Deficit
Current liabilities
Accounts payable .. ... ... $ 2,177 $ 2,389
Accrued Habilities . . . .. oo e 3,949 3,034
Current portion of long-termdebt ........ ... ... . . oL 912 377
Current portion of capital lease obligations ..................ccoiiiuriaann.. 233 184
Deferred revenue . ... ..ot 2,124 1,838
Total current liabilities . ... ... . i e 9,395 7,822
Long-term debt, net of current portion . ... 2,167 3,106
Capital lease obligation, net of current portion ............... ... . oo, 203 360
Deferred 18ase COSES ..\ttt ittt e e e 1,406 1,507
Convertible promissory note, netof discount . . ......... ...t 2,931 2,816
Deferred revenue, net of CUMTENt POMHON .. ..ottt ittt nn s 10,296 12,169
Total Habilitles .. ..ot e e e 26,398 27,780

Commitments and contingencies (Notes 9 and 16)
Stockholders’ deficit
Series A Convertible Preferred stock, no par value; 17,500,000 shares authorized,
15,378,264 issued and outstanding at 2004 and 2003; stated value of $2.50 per
share and a liquidation preference of $38,446 at 2004 and 2003 ................ 34,483 34,483
Common stock, no par value; 120,000,000 shares authorized at 2004 and 2003;
16,491,187 and 16,409,187 shares issued and outstanding at 2004 and 2003,
respectively, with a liquidation preference of $37,105 (2004) and $36,921
(2003) oot e e 9,286 9,272
Series B Convertible Preferred stock, no par value; 8,000,000 shares authorized,
4,990,709 issued and outstanding at 2004 and 2003, stated value of $2.50 per share

and a liquidation preference of $12,477 at 2004 and 2003 .................... 11,066 11,066
Deferred stock COMPENSation . .. ...ttt i et a4) (161)
Additional paid-incapital . .......... .. e e 27,738 27,435
Accumulated deficit . ... ... .. e e (87,953) (85,284)
Total stockholders’ deficit ........ ... ... .. i (5,454) (3,189)
Total liabilities and stockholders’ deficit ............ ... ... ... ... ... .. ..., $ 20,944 § 24,591

The accompanying notes are an integral part of these consolidated financial statements.
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Tully’s Coffee Corporation
Consolidated Statements of Operations

Years ended
March 28, March 30, March 31,
2004 2003 2002
(dollars in thousands, except per share data)
Net sales
Salesof products . ........oiiiiiiiiin i, P $47.441 $48,114 $ 49,500
Licenses, royalties, and fees ......... ... ... ... ... i, 1,240 643 45
Recognition of deferred revenue . ................. P, 2,087 2,043 1,913
Nt SalES .ottt e e e e 50,768 50,800 51,458
Cost of goods sold and operating expenses
Cost of goods sold and related occupancy expenses . ............. 22,153 23,666 25,905
Store operating eXpemses . . . ... ...t 16,923 17,213 17,390
Other operating eXpenses ... ..........euuviuerniireennennas 2,014 1,903 1,581
Marketing, general and administrative Costs . . ... ............... 7,181 9,290 11,160
Depreciation and amortization .............. . ... i 3,607 3,894 4,600
Evaluation of business integration opportunity ................. 541 — —
Impairment of long-lived assets ............................. 99 1,390 2,350
Store closure and lease termination Costs . .........c.oovuuennann. 170 108 1,583
Total cost of goods sold and operating expenses ............ 52,688 57,464 64,569
Operating 1oss ... ... (1,920) (6,664) (13,111
Other income (expense)
INEErest XPenSe . ... oottt e 537 (648) 812)
INterest INCOME ..o\ttt et ettt et e et et 4 21 124
Gainonsale of investments . .............. ... .. ... — 14 2,887
Miscellaneous income (€XPENSe) . ........c.ovnvnveninnenvnnn. 54 510 (18)
Loan guarantee feeexpense ........... ..ot (227) (94) 216)
Total other income (EXpense) ............c.vvvvvuvnnen... (706) (197) 1,965
Loss before income taxes and cumulative effect of change in accounting
PHNCIPlE . ..o e (2,626) (6,861) (11,146)
INCOME taX EXPEMSE . vt ettt et e e e e 43 25 6
Loss before cumulative effect of change in accounting principle ....... (2,669) (6,886) (11,152)
Cumulative effect of change in accounting principle ................. — (3,018) —
Nt 0SS o\t $(2,669) $(9,904)  $(11,152)
Net loss per share—basic and diluted
Loss before cumulative effect of change in accounting principle ... $ (0.16) $ 042) § (0.69
Cumulative effect of change in accounting principle ............. — $ (0.18) —
Net loss per share—basic and diluted ......................... $ (016) § (060) $ (0.69)
Weighted average shares used in computing basic and diluted net loss per
ShATE . e e 16,451 16,377 16,274

The accompanying notes are an integral part of these consolidated financial statements.
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Tully’s Coffee Corporation

Consolidated Statements of Comprehensive Loss

~ Years ended
March 28, March30, March 31,
2004 2003 2002
(dolfars in thousands)
Nt 0SS oottt $(2,669) $(9,904) $(11,152)
Other comprehensive income (loss): '
Unrealized holding gain on short-term investments, arising in the
period ....... ... .. .. Y — 124 2,777
Less: Reclassification adjustment for realized gain on short-term
investments, includedinnetloss ............ ... ... ... ... ...... —_ (14) (2,887)
— 110 (110)
Total cOmPTehensive 10SS . .. ... vt vttt ittt $(2,669) $(9,794) $(11,262)

The accompanying notes are an integral part of these consolidated financial statements.
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Tully’s Coffee Corporation
Consolidated Statements of Cash Flows

Years ended
March 28, March 30, March 31,
2004 2003 2002

(dollars in thousands)
Cash flows from operating activities

Nt 0SS oottt e $(2,669) $(9,904) $(11,152)
Adjustments to reconcile net loss to net cash provided by (used in) operating
activities
Cumulative effect of change in accounting principle . ................. — 3,018 —
Depreciation and amortization ......... ... ... ... .. il 3,607 3,894 4,600
Impairment of long-lived assets ............ ... ... ..o 99 1,390 2,350
Store closure costs charged tooperations . ............. ... ... ... 170 108 1,583
Gain on 8sale 0f ASSELS ... ..t e ittt e )] —_ —
Gainonsale of INVESIMENLS . .. ...ttt ii i ieens — (14) (2,887)
Stock Option EXPENSE ...\ v ettt e 87 81 259
Provision for doubtful accounts ................ .. 83 168 7
Stock issued in exchange forservices .. ......... ... ... il — — 280
Loan guarantee fee eXpense .. ......c.uuuiiiinr i 227 69 210
Non-cash Interest eXpense ... ........oiiviiiiniiinnnnmenceeanen. 186 498 566
Recognition of deferred revenue . .......... ... . L.t 2,087y (2,043 (1,913)
Changes in assets and liabilities:
Accountsreceivable ... ... .., 267 (336) (194)
L3R 117 o 1= OO 278 (159) 2,670
Prepaid expenses and otherassets ................ ... ... ... L. 108 (161) (229)
Accountspayable ......... .. ... e (212) 130 (3,136)
Accrued Habilities . ... ... e e e 752 (198) 2,470
Deferred 1ease COSIS . ... ..ottt e e e (100) 172 219
Deferred revenue cashreceived .............. ... ... . i 500 — 16,200
Net cash provided by (used in) operating activities ................... 1,287 (3,287) 6,963
Cash flows from investing activities
Proceeds from the sale of investments ..............c.v vt ininrinnennn. — 1,829 3,025
Purchases of property andequipment . ...............coiiiiiiniiian. (3200 (1,186) (3,024)
Proceeds from disposals of property and equipment ...................... 34 — —
Additions to intangible assets ..... ... .. Lo — — (12)
Net cash provided by (used in) investing activities ................... (286) 643 an
Cash flows from financing activities
Borrowings under credit lines . .. .. ... i e —_ 2,465 —_
Payment of credit lines .......... P U (382) (16) (5,500)
Payments on notes payable and capital leases ........................... (379) (785) (737)
Proceeds fromnotes payable ........... ... . i e — 282 305
Payments on related party notes payable .......... ... ... ... ..l — — (1,350)
Proceeds from related party notes payable .......... ... ... ... ... ... — — 1,000
Proceeds from exercise of stock options and warrants . .................... 14 7 5
Repayments of (increases in) note receivable from stockholder ............. — — 601
Net cash provided by (used in) financing activities ............. e (747) 1,953 (5,676)
Net increase (decrease) in cash and cash equivalents ................... 254 (691) 1,276
Cash and cash equivalents
Beginningof period . ....... ... 993 1,684 408
Endofperiod ...... ..ot $1,247 % 993 $ 1,684

The accompanying notes are an integral part of these consolidated financial statements.
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Tully’s Coffee Corporation
Consolidated Statements of Cash Flows

Supplemental disclosure of cash flow information and non-cash investing and financing activities:

Years ended
March 28, March 30, March 31,
2004 2003 2002
(dollars in thousands)
Cash paid during the period for interest ............. ... .. ... $206 $ 73 $ 246
Non-cash investing and financing activity
Accounts payable to purchase equipment . ....... ... ... .. ... oL — — 121
Issuance of warrants in payment of accrued liabilities . ................ — — 599
Available-for-sale securities received for deferred revenue . ............ —_ — 1,771
Capital leases for purchase of equipment ........................... 250 723 —
Deferred lease cost (tenant improvement allowance) converted to long-
termdebt . ... . — 890 —

The accompanying notes are an integral part of these consolidated financial statements.
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1. The Company and significant accounting policies
The Company and nature of operations

Tully’s Coffee Corporation was formed in. 1992 for the purpose of developing and operating retail specialty
coffee stores that feature high quality, premium roasted whole bean coffees developed and roasted by the
Company. In these consolidated financial statements, references to “we,” “us,” “Tully’s” or the “Company” refer
to Tully’s Coffee Corporation. Qur stores sell high quality, premium roasted whole bean coffees, and serve a
wide selection of hot and cold beverages that features our coffees and our premium softened ice cream. Tully’s
stores also sell baked goods and pastries and other complementary snack and food items and coffee-related
accessories, supplies, and equipment. As of March 28, 2004, our Retail division operated 94 retail stores located
principally in the Seattle, San Francisco, Portland (Oregon) and Los Angeles metropolitan areas.

Our Wholesale division sells Tully’s premium roasted whole bean coffees and related supplies and
accessories to domestic customers in the food service, supermarket, restaurant, office coffee service and
institutional channels.

During Fiscal 2004, Tully’s commenced development of new business opportunities related to the licensing
or franchising of Tully’s stores within the domestic U.S. markets and related to other business ventures extending
the Tully’s brand into complementary products. Tully’s has renamed its former International division as the
“Specialty division.” The Specialty Division includes these U.S. franchising and licensing activities (exclusive of
any product sales to these customers, which are included in the Wholesale division) and also the international
business activities of the former International division. For purposes of these consolidated financial statements,
the terms “franchise” and “license” are used interchangeably.

The Specialty division has licensed third parties to operate Tully’s-branded stores and to sell Tully’s-
branded coffee and other products in Asia (See Note 13). We have a license and supply agreement with FOODX
Globe Co., Ltd. (“FOODX") formerly known as Tully’s Coffee Japan (‘“TCJ”), which, as of May 31, 2004,
operated 89 Tully’s retail stores in Japan and had franchised an additional 104 stores that operate under the
Tully’s brand in Japan. Ueshima Coffee Company (“UCC”) is licensed to use the Tully’s brand throughout Asia
other than Japan, and operates one Tully’s-branded store (in Seoul, South Korea). No U.S. franchised stores were
operating in Fiscal 2004, but two U.S. franchised stores were operating as of June 15, 2004,

Fiscal periods

We end our fiscal year on the Sunday closest to March 31. As a result, we record our revenue and expenses
on a 52 or 53 week period, depending on the year. Each of the fiscal years ended March 28, 2004 (“Fiscal
2004), March 30, 2003 (“Fiscal 2003”), March 31, 2002 (“Fiscal 2002") and April 1, 2001 (“Fiscal 2001™)
included 52 weeks. The fiscal year ending April 3, 2005 will include 53 weeks (“Fiscal 20057).

Consolidation

The consolidated financial statements include the accounts of the Company and its wholly owned
subsidiary, Spinelli Coffee Company. All significant inter-company balances and transactions have been
eliminated in consolidation. Investments in companies and joint ventures representing ownership interests of less
than 20%, and for which we do not exercise significant influence, are carried at cost.

Use of estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported
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amount of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual results could
differ from those estimates.

Cash

We consider all short-term investments with a maturity of three months or less when purchased to be cash
equivalents.

Trade Accounts Receivable

Tully’s provides products to approved customers on an open account basis. We generally do not require
collateral on trade receivables. Tully’s reviews a customer’s credit history before extending credit and establishes
an allowance for doubtful accounts based on the risk of specific customers. Historically, credit related losses on
trade receivables have not been significant.

Inventories

Inventories are stated at the lower of cost (on the first-in, first-out basis) or market. OQur sourcing and
merchandising process is centralized, but each store generally orders its individual requirements from our
distribution facility and our authorized vendors. We purchase our green coffee beans primarily from three
vendors and are not significantly dependent on any single source of supply.

Property and equipmeni

Property and equipment are carried at cost less accumulated depreciation and amortization. Depreciation of
property and equipment includes amortization of assets under capital leases and is provided on the straight-line
method over the estimated useful lives. Machinery and equipment are depreciated over 5 to 7 years. Leasehoid
improvements are depreciated over the shorter of their estimated useful lives or the related lease life, generally 3
to 15 years. Software is depreciated over 3 years. The cost of property held under capital lease is equal to the
lower of the net present value of the minimum lease payments or the fair value of the leased property at the
inception of the lease. Expenditures for additions and improvements are capitalized and expenditures for repairs
and maintenance are charged to expense as incurred. The cost and accumulated depreciation of assets sold or
retired are removed from the accounts, and the related gains and losses are included in the results of operations.
Certain properties and equipment have been reduced below cost due to impairment charges (See Note 8).

Goodwill and other intangible assets

Other intangible assets include leasehold interests, trademark and logo design costs, covenants not to
compete, goodwill and other assets. Amortization of leasehold interests is provided over the life of the lease,
including options to renew. Other intangible assets are amortized on the straight-line method over 5 to 15 years.
Effective April 1, 2002, Tully’s ceased amortization of goodwill as described in Note 7.

Impairment of long-lived assets

Statement of Financial Accounting Standards No. 144, “ Accounting for the Impairment or Disposal of
" Long-Lived Assets” (“SFAS 1447}, requires that long-lived assets and certain intangibles be reviewed for
impairment whenever events or changes in circumstances indicate that the carrying amount of the asset may not
be recoverable. If impairment has occurred, an impairment loss must be recognized.

As part of our review, assets are grouped and evaluated at the lowest level for which there are identifiable
cash flows that are largely independent of the cash flows of other groups of assets. Tully’s has identified this
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lowest level to be principally individual stores. We consider historical performance and future estimated results
in our evaluation of potential impairment and then compare the carrying amount of the asset to the estimated
future cash flows expected to result from the use of the asset. If the carrying amount of the asset exceeds
estimated expected undiscounted future cash flows, we measure the amount of the impairment by comparing the
carrying amount of the asset to its fair value, The estimation of fair value is measured by discounting expected
future cash flows.

Lease termination costs

Periodically, Tully’s will determine that certain leases will be terminated and the location will be closed. At
such determination, we accrue for the net future minimum lease payments of the related lease agreements.
Amounts accrued as net future minimum losses include the discounted estimated future rental payments, lease
termination fees, and sub-lease recoveries.

Segment reporting

Tully’s is organized into three principal business units. We complement our Retail division’s operations
with additional channels for distribution of our branded products, which we manage as separate business
segments: (1) our Specialty division, which sells Tully’s coffee and related products and supplies to our foreign
licensees and manages the relationships with these licensees, and is responsible for the franchising and licensing
of Tully’s stores in the U.S. and for developing business opportunities for complementary Tully’s-branded
products and (2) our Wholesale division, which sells Tully’s coffee and related products and supplies to domestic
resellers in the supermarket, food service, restaurant, office coffee service, and institutional channels. The
Wholesale division is also responsible for our mail order and Internet sales activities.

Revenue recognition

Sales are generally recognized at the time of the sale at retail store locations. Sales for the Wholesale and
Specialty divisions are generally recognized upon shipment of the products. Allowances to Wholesale division
customers for retail display or distribution positions (such as “slotting” allowances) are recognized as a reduction
in sales, reducing gross profits until fully amortized (typically a period of two to six months). Other discounts
and allowances are recognized in the period earned by the customer.

Revenues from advance territorial license fees and from international roasting agreements are recognized on
the straight-line basis over the expected life of the agreements (ranging from eight to fifteen years). Royalty ‘
revenues for international licensees are recognized in accordance with the license agreements based upon sales at
specific licensee store locations. Coffee roasting fees are recognized when the licensee that is subject to the fee
purchases coffee. Initial franchise fees for new stores franchised by Tully’s are recognized when Tully’s has
completed the services required to earn the fee and make it non-refundable, which is generally upon opening of
the store. Royalty revenues for stores franchised by Tully’s are recognized in accordance with the franchise
agreements based upon sales at the franchised store locations.

Concentrations of credit risk

We sell to various individuals and organizations while extending credit to customers and are therefore
subject to credit risk. Accounts receivable at March 28, 2004, and March 30, 2003 include amounts due from
FOODX, which represented 11% and 8% of the respective totals.

Tully’s maintains its cash and investment balances with what we believe to be high credit quality financial
institutions.
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Store pre-opening costs

Costs incurred in connection with start-up and promotion of new store openings are expensed when
incurred.

Advertising costs

Costs incurred for advertising and marketing are expensed in the periods to which the promotions are
applicable and (including costs reported in store operating expenses, other operating expenses and marketing,
general and administrative costs) totaled $1,322,000, $2,468,000, and $2,273,000 during Fiscal 2004, 2003, and
2002, respectively. Included in advertising and marketing are baseball park and other sponsorship fees totaling
approximately $477,000, $1,187,000, and $1,392,000, during Fiscal 2004, Fiscal 2003, and Fiscal 2002,
respectively.

Rent expense

Tully’s operates in leased buildings. Certain lease agreements provide for scheduled rent increases during
the lease terms or for rental payments commencing on a date other than the date of initial occupancy. Such
“stepped” rent expense is recorded on a straight-line basis over the respective terms of the leases. Certain leases
require contingent rent based on gross sales and such rent expense is recognized as incurred.

Income taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax bases and for operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to
taxable income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that
includes the enactment date.

Tully’s has recorded a valuation allowance against net deferred tax assets as we could not conclude that it
was more likely than not that the tax benefits from temporary differences and net operating loss carryforwards
would be realized. In subsequent periods, we may reduce the valuation allowance, provided that the possibility of
utilization of the deferred tax assets is more likely than not.

Fair value of financial instruments

The carrying amount of cash and cash equivalents and other current assets and liabilities, such as accounts
receivable and accounts payable as presented in the consolidated financial statements, approximates fair value
based on the short-term nature of these instruments. We believe the carrying amounts of our notes payable, line
of credit and long-term debt approximate fair value because the interest rates are subject to change with, or
approximate, market interest rates.

Stock-based compensation

Tully’s adopted the disclosure-only provisions of Statement of Financial Accounting Standards No. 123
(SFAS No. 123), “Accounting for Stock-Based Compensation.” Tully’s continues to account for stock-based
compensation using the intrinsic value method prescribed in Accounting Principles Board Opinion No. 25,
“Accounting for Stock Issued to Employees,” and related interpretations (“APB 25”). Accordingly, compensation
cost for stock options is measured as the excess, if any, of the fair value of our stock at the date of grant over the
amount an employee must pay to acquire the stock. Compensation cost is amortized on a straight-line basis, over
the vesting period of the individual options.
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Had compensation cost for our stock option plans been determined based on the fair value at the grant date

of the awards, consistent with the provisions of SFAS No. 123, our net loss and loss per share would have been
increased to the pro forma amounts indicated below (in thousands, except per share data):

Years ended
March 28, March 30, March 31,
2004 2003 2002
(dollars in thousands, except per share
data)
Stock-based employee compensation cost
ASTEPOTtEd ..o v ittt e 5 8 ¢ 81 § 259
Proforma ...t e e $ 137 $§ 162 $ 39
Netloss-asreported . ..ot $(2,669)  $(9,904) $(11,152)
Netloss-proforma ........covuniereeniiiiiiiinneennen. $(2,719)  $(9,823)  $(11,283)
Basic and diluted loss per common share
ASTEPOTIEd ...ttt ittt e $(0.16) $@©60 $ (0.69)
ProfOrMA .. vvt et e e e e e $ (017 $ (0600 $ (069

The fair values of the options granted were estimated on the date of grant using the Black-Scholes option
valuation model based on the following assumptions used for grants in Fiscal 2004, Fiscal 2003, and Fiscal 2002:

Years ended
March 28, March 30, March 31,
2004 2003 2002
Risk free interestrate . .......oovvveenennnnn. 2.13%t0 4.22% 3.61% to 5.09% 4.57% to 5.39%
Expectedlives ............ . ... i 3-7 years 3-10 years 3-10 years
Expected volatility ......................... 75% 80% 80%

Net loss per share

Basic loss per share is calculated as net loss applicable to the common shareholders divided by the
weighted-average number of shares of common stock outstanding during the period. Diluted loss per share is
based on the weighted-average number of shares of common stock and common stock equivalents outstanding
during the period, including options, warrants, convertible preferred stock and convertible debt computed using
the treasury stock method. Common stock equivalent shares are excluded from the calculation of diluted loss per
share if the effect of including the common stock equivalent shares is antidilutive. Tully’s had a net loss for all
periods presented herein; therefore none of the options, warrants, convertible preferred stock or convertible debt
outstanding during each of the periods presented were included in the computation of diluted loss per share as
they were antidilutive. Such instruments were convertible into a total of 36,538,511, 33,360,408, and 31,874,014,
shares of common stock and were excluded from the calculations of diluted loss per share for Fiscal 2004, Fiscal
2003, and Fiscal 2002, respectively. '

Reclassifications

Reclassifications of prior year balances have been made to conform to the current year classifications and
have no impact on net loss or financial position.

New accounting standards

Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets”
(“SFAS 142”), was issued by the FASB in June 2001. The statement changes the accounting for goodwill from
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an amortization method to an impairment only approach, and Tully’s was required to adopt it for Fiscal 2003.
Prior to the adoption of SFAS 142, Tully’s amortized goodwill using the straight-line method over the estimated
life of fifteen years. Upon adoption of SFAS 142, we ceased amortization of goodwill, thereby eliminating
approximately $51,000 and $235,000 in amortization expense for Fiscal Years 2004, and 2003, respectively.

SFAS 142 requires that companies perform periodic evaluations of potential impairment of goodwill, with
the initial assessment to be completed during the first six months of the year in which SFAS 142 is first applied.
During Fiscal 2003, Tully’s completed an impairment evaluation of its goodwill as of the beginning of Fiscal
2003 (April 1, 2002), and determined that a non-cash impairment charge of $3,018,000 should be recorded. As
provided in SFAS 142, this impairment charge has been retroactively recorded as the cumulative effect of a
change in accounting principle as of April 1, 2002 (See Note 7).

In July 2001, the FASB issued SFAS 143, “Accounting for Asset Retirement Obligations” (“SFAS 143”).
SFAS 143 addresses financial accounting and reporting for obligations associated with the retirement of tangible
long-lived assets and the associated asset retirement costs. It applies to legal obligations associated with the
retirement of long-lived assets that result from the acquisition, construction, development, and operation of a
long-lived asset. The provisions of SFAS 143 will be effective for fiscal years beginning after June 15, 2002,
although early application is permitted. We adopted SFAS 143 in Fiscal 2004.

In August 2001, the FASB issued SFAS 144, “Accounting for the Impairment or Disposal of Long-Lived
Assets” (“SFAS 144) which supersedes SFAS 121, “Accounting for the Impairment of Long-Lived Assets and
for Long-Lived Assets to be Disposed Of” (“SFAS 1217). SFAS 144 retains the fundamental provisions in
SFAS 121 for recognizing and measuring impairment losses, while also resolving implementation issues
associated with SFAS 121. We adopted the provisions of SFAS 144 effective April 1, 2002 (see Note 8).

In April 2002, the FASB issued SFAS 145, “Rescission of FASB Statements No. 4, 44, and 64, Amendment
of FASB Statement No. 13, and Technical Corrections “ (“SFAS 145™). SFAS 145 rescinds FASB Statement No.
4, Reporting Gains and Losses from Extinguishment of Debt, and an amendment of that Statement, FASB
Statement No. 64, Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements. SFAS 145 also
rescinds FASB Statement No. 44, Accounting for Intangible Assets of Motor Carriers. SFAS 145 amends FASB
Statement No. 13, Accounting for Leases, to eliminate an inconsistency between the required accounting for sale-
leaseback transactions and the required accounting for certain lease modifications that have economic effects that
are similar to sale-leaseback transactions. SFAS 145 also amends other existing authoritative pronouncements to
make various technical corrections, clarify meanings, or describe their applicability under changed conditions.
The provisions of SFAS 145 are effective for fiscal years beginning after May 15, 2002. We adopted SFAS 145
in Fiscal 2004.

In July 2002, the FASB issued SFAS 146, “Accounting for Costs Associated with Exit or Disposal
Activities” (“SFAS 146™). The standard requires costs associated with exit or disposal activities to be recognized
when they are incurred rather than at the date of 2 commitment to an exit or disposal plan. We adopted the
provisions for SFAS 146 during Fiscal 2003.

In December 2002, the FASB issued Statement No. 148, “Accounting for Stock-Based Compensation—
Transition and Disclosure” (SFAS 148”), which amends Statement No. 123, Accounting for Stock-Based
Compensation. This Statement provides alternative methods of transitioning, on a voluntary basis, from the
intrinsic value method of accounting prescribed by APB 25, to the fair value method of accounting for stock-
based employee compensation. The provisions of SFAS 148 are effective for fiscal years beginning after
December 15, 2002. We believe that the adoption of SFAS 148 (which is voluntary) would not have a material
impact on our financial position or the results of our operations, and we account for stock-based employee
compensation as provided by APB 25.

40




Tully’s Coffee Corporation
Notes to Consolidated Financial Statements—{Continued)

In April 2003, the FASB issued SFAS No. 149, “Amendment of Statement 133 on Derivative Instruments
and Hedging Activities,” (“SFAS 149”). SFAS 149 amends and clarifies financial accounting and reporting for
derivative instruments, including certain derivative instruments embedded in other contracts and for hedging
activities under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, SFAS 149 is
effective for certain contracts entered into or modified after June 30, 2003, and for certain hedging relationships
designated after June 30, 2003. We adopted SFAS 149 in Fiscal 2004.

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity,” (“SFAS No. 150”). SFAS 150 establishes standards for
classifying and measuring certain financial instruments with characteristics of both liabilities and equity. SFAS
150 requires that an issuer classify a financial instrument that is within its scope as a liability (or an asset in some
circumstances) because that financial instrument embodies an obligation of the issuer. The financial instruments
affected include mandatorily redeemable stock, certain financial instruments that require or may require the
issuer to buy back some of its shares in exchange for cash or other assets, and certain obligations that can be
settled with shares of stock. SFAS No. 150 is effective for all financial instruments entered into or modified after
May 31, 2003, and must be applied to the Company’s existing financial instruments effective for the first interim
period beginning after June 15, 2003, except for mandatorily redeemable financial instruments of a nonpublic
entity for which this statement is effective for fiscal periods beginning December 15, 2003. We adopted SFAS
150 in Fiscal 2004.

2. Liquidity

From our founding through Fiscal 2001, our primary objectives were to establish the Tully’s brand, increase
our revenues and expand our retail store base. During this period and through Fiscal 2003, our cash flow from
operations was insufficient to cover operating expenses. Since Fiscal 2002, we have shifted our emphasis toward
improving our operating performance and placed less emphasis upon expanding our retail store base, reflecting
management’s view that Tully’s has sufficiently developed our brand identity and that greater emphasis shouid
be placed on improving corporate productivity and operating performance. During the Fiscal 2004, our operating
cash flow was sufficient to cover our operating expenses ($1,287,000 cash was provided by operations for Fiscal
2004 compared to $3,287,000 cash used by operations for Fiscal 2003). Our Fiscal 2005 business plan reflects
increased emphasis on growth of the business, while continuing to prioritize improvements in overall corporate
operating performance and the conservative use of capital.

Management expects that the continuing benefits from the improvement initiatives and business strategies
will result in improved operating results in Fiscal 2005. In June 2004, we reached agreement with the lenders
under our credit facilities and our convertible promissory note to extend the maturity dates for those obligations
to August 1, 2005 (see Note 11 and Note 12), which has reduced the required principal payments under those
debt instruments during Fiscal 2005. Management believes that the operating cash flows, financing cash flows,
and investing cash flows projected in the Fiscal 2005 business plan, and the cash and cash equivalents of
$1,247,000 at March 28, 2004, will be sufficient to fund ongoing operations of Tully’s through Fiscal 2005.
Accordingly, we do not anticipate that additional equity or long-term debt capital will be required during Fiscal
2005 to sustain current operations and meet our current obligations. However, we do expect to seek additional
capital during Fiscal 2005 in order to fund a higher level of growth and to provide increased liquidity reserves.

In Fiscal 2005 we expect to give more attention to growth of the business, including a higher rate of new
store openings compared to recent years, while continuing our focus on improving operating results. We expect
that additional sources of funding will be required to fund this increased capital investment. Further, if our actual
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results should differ unfavorably from the Fiscal 2005 business plan, it could become necessary for us to seek
additional capital during Fiscal 2005. Tully’s expects that additional sources of funding will be required in
subsequent periods to fund capital expenditures required for growth of the business and fund repayment of other
long-term obligations and commitments. Such additional sources of funding are expected to include debt or
equity financings.

The terms of our credit facilities require that proceeds from sales of new equity first be used for repayment
of those obligations. Further, the holders of the credit facility and the guarantors of that facility have a security
interest in all of our assets. Accordingly, we expect to first use the proceeds, if any, from new equity or debt
financings to repay the borrowings under the credit facilities and our convertible promissory note, and to use any
additional proceeds for growth of the business and general corporate purposes. The rights offering (see Note 18)
may provide some new capital, but that is only a secondary objective of that proposed offering and we are not
able to anticipate the extent to which our shareholders will elect to purchase securities in that proposed offering.

If the pricing or terms for the new financing do not meet our expectations, we may be required to choose

“between completion of the financing on such unfavorable terms or not completing the financing. If these other
sources of capital are unavailable, or are available only on a limited basis or under unacceptable terms, then we
could be required to substantially reduce operating, marketing, general and administrative costs related to our
continuing operations, or reduce or discontinue our investments in store improvements, new customers and new
products. In addition, we could be required to sell individual or groups of stores or other assets (such as
wholesale distribution territories) and could be unable to take advantage of business opportunities or respond to
competitive pressures. Store sales would involve the assignment or sub-lease of the store location (which may
require the lessor’s consent) and the sale of the store equipment, leasehold improvements and related assets. The
proceeds received from the sale of stores or other assets might not be sufficient to satisfy our capital needs, and
the sale of better-performing stores or other income-producing assets could adversely affect our future operating
results and cash flows.

As of March 28, 2004 we had cash of $1,247,000, and a working capital deficit of $4,425,000. Because we
principally operate as a “cash business,” we generally do not require a significant net investment in working
capital and historically have operated with current liabilities in excess of our current assets (excluding cash and
cash equivalents). Our inventory levels typically increase during the spring due to coffee crop seasonality and, to
a lesser degree, during the autumn due to holiday season merchandise. Inventories are also subject to short-term
fluctuations based upon the timing of coffee receipts. Tully’s expects that our investment in accounts receivable
will increase in connection with anticipated sales growth in the Wholesale and Specialty divisions. Operating
with minimal or deficit working capital has reduced our historical requirements for capital, but provides us with
limited immediately available resources to address short-term needs and unanticipated business developments,
and increases our dependence upon ongoing financing activities.

Cash requirements for Fiscal 2005, other than normal operating expenses and the commitments described in
the financial statements and notes, are expected to consist primarily of capital expenditures related to the
remodeling of retail stores, new stores, equipment and accounts receivable related to new Wholesale division
customers, and roasting plant equipment. The level of cash invested in capital expenditures will depend upon the
timing, form and amount of additional capital, if any, that we may raise in Fiscal 2005, and our assessment
during Fiscal 2005 of the anticipated operating results for Fiscal 2006 and the opportunities for additional capital
that may be raised in Fiscal 2006.

At March 28, 2004 we had total liabilities of $26,398,000 and total assets of $20,944,000, so that a deficit of
$5,454,000 was reported for our shareholders. Operating with total liabilities in excess of total assets could make
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it more difficult for us to obtain financing or conclude other business dealings under terms that are satisfactory to
us. However, liabilities at March 28, 2004 include deferred revenue in the aggregate amount of $12,420,000. We
will liquidate the deferred revenue balance through recognition of non-cash revenues of approximately
$1,800,000 annually in future periods, rather than through cash payments. The future cash expenses associated
with deferred revenue are expected to be less than $200,000 per year. Accordingly, we expect to liquidate the
deferred revenue balance ($12,420,000 at March 28, 2004) for less than $2,000,000 of future cash expenditures.

3. Allowance for doubtful accounts

The allowance for doubtful accounts is summarized as follows:

Years ended
March 28, March 30, March 31,
2004 2003 2002
(dollars in thousands)

Balance, beginning of theyear .................... $173 $ 349 $ 652
Additions charged to costs and expenses ............ 94 168 7
Write-offs and other deductions . .................. (133) (344) (310)
Balance,end of theyear ......................... $134 $173 $ 349

4. Inventories

Inventories consist of the following:

March 28, March 390,
2004 2003

(dollars in thousands)

Coffee
Unroasted . ...t e $ 678 $1,057
Roasted ......... oot 682 454
Other goods held forsale ................... ... .. e, 467 478
Packaging and other supplies ...................c.oii.... 343 428
Total .........oiiiiii e $2,170  $2,417

5. Other assets

Other assets consist of the following:

March 28, March 30,

2004 2003
(dollars in thousands)

Security depoSis ... ...ttt e e $270 $315
Prepaid licensing expenses ..............oooiiiiiiiiio.. 298 352
Other ....oi it e e 5 1
Total .. e e i e $573 $678
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6. Property and equipment

Property and equipment consist of the following:

March 28, March 30,

2004 2003
(dollars in thousands)
Machinery and equipment ............ ... .. i $ 10,384 $ 10426
Leasehold improvements :............. .. . .. ... ... .. ..., 13,691 13,798
Furniture and fixtures . ......... .. ... . ... i, 3,083 3,609
Software . ....... ... e 295 905
27,453 28,738
Less: Accumulated depreciation and amortization . .. ............ (13,449) (11,659)
Total .. e $ 14,004 $17,079

7. Goodwill and intangible assets

Goodwill and other intangible assets consist of the following:

March 28, March 30,

2004 2003
{dollars in thousands)
Goodwill ... ... $ 523 $ 523
Other intangible assets:
Leaseholdinterests ............. .. .. i, 384 278
Lease cOMMISSIONS . ... ovtt ittt e et 214 214
Trademark and logo designcosts ............ . .o iiiieenineinn.. 405 407
Covenants NOt tO COMPELE . ...\t vte et iie i iee e e " 261 346
Other ... — 23
1,264 1,268
Less accumulated amortization . ..........couiiirtiininne .. (390) (274)
Total other intangible assets . .......... ... .ottt $ 874 $ 994

During Fiscal 2003, we adopted the full provisions of SFAS 142. SFAS 142 requires that companies
perform periodic evaluations of potential impairment of goodwill, with the initial assessment to be completed
during the first six months of the year in which SFAS 142 is first applied. During Fiscal 2003, Tully’s performed
an evaluation of its goodwill, and determined that an impairment of $3,018,000 should be recorded as of the
beginning of Fiscal 2003 (April 1, 2002) related to our Retail division operations in California and Oregon. As
provided in SFAS 142, this impairment charge has been retroactively recorded as the cumulative effect of a
change in accounting principle as of the beginning of Fiscal 2003. The change in carrying amount of goodwill as
of April 1, 2002 is as follows (in thousands):

Balance asof March 31, 2002 . . ... o $ 3,572
-Transition impairment adjustment recorded as the cumulative effect of a change in

accounting principle as of April 1,2002 . ........ ... . e (3,018)
Balance:as of April 1,2002 ... . ... i e $ 554
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Under SFAS 142, goodwill is no longer amortized. In accordance with SFAS 142, the effect of this
accounting change is reflected prospectively, and Tully’s ceased amortization of goodwill in Fiscal 2003.
Supplemental comparative disclosure, as if this change had been retroactively applied to the prior year periods, is
as follows:

2004 2003 2002
(dollars in thousands, except per share data)
Net loss:
Reported net 10ss ... ...oovvviiinni i $(2,669) $(9,904) $(11,152)
Add back cumulative effect of change in accounting
PHNCIPle . .o e 3,018 —
Add back goodwill amortization . ... ....... .. ... .. .. — —_ 252
Adjusted nEt1OSS . . ..ot $(2,669) $(6,886) $(10,900)
Basic and diluted loss per share: : _ -
_Reportedloss pershare ....................oo... P $ (0.16)  $ (0.60) $ (0.69)
Add back
Cumulative effect of change in accounting principle . .. .. $§ — $ 018 —
Goodwill amortization . . .......... ... innn... — — 0.02
Adjusted basic and diluted loss pershare ...................... $ (0.16) $ 042) $ 0.67)

Under SFAS 142, goodwill is to be periodically reevaluated and the carrying amount for goodwill is
required to be reduced if an impairment is identified. Tully’s has determined that this analysis will be performed
annually during the fourth quarter of each fiscal year. The analysis was performed and impairment of $31,000
was recorded for Fiscal 2003, while no impairment was identified for Fiscal 2004.

The total amortization expense of other intangible assets was $119,000, $108,000 and $116,000 in Fiscal
2004, Fiscal 2003 and Fiscal 2002, respectively. Amortization expense for these other intangible assets during
the next five years is estimated to be approximately $100,000 per year.

8. Impairment of long-lived assets

During the fourth quarter of Fiscal 2004, Tully’s recognized a non-cash impairment loss of $99,000 in
accordance with the provisions of SFAS 144 and SFAS 142. This relates to impairment of leasehold
improvements and equipment. The review was performed in connection with the development and
implementation of the Fiscal 2005 Business Plan. An impairment was identified based on this review. In order to
determine the impairment, considerable management judgment is necessary to estimate discounted future cash
flows. Accordingly, actual results could vary significantly from such estimates.

During the fourth quarter of Fiscal 2003, Tully’s recognized a non-cash impairment loss of $1,390,000 in
accordance with the provisions of SFAS 144 and SFAS 142. Of the total impairment loss, $31,000 represents
impairment of goodwill (See Note 7) and $1,359,000 relates to impairment of leasehold improvements and
equipment. During Fiscal 2002, Tully’s recognized a non-cash impairment loss of $2,350,000. Of the total
impairment loss, $49,000 represented impairment of goodwill and other assets, and $2,301,000 related to
impairment of leasehold improvements and equipment. The Fiscal 2002 review was performed in recognition of
the effects of continued economic weakness, the impact from the tragedies of September 11, 2001, capital
constraints and changes in our strategy.
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Income taxes

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of

assets and liabilities for financial reporting and income tax purposes. The significant components of deferred tax
assets and liabilities are as follows:

March 28, March 30,
2004 2003

(dollars in thousands)

Deferred tax assets

Net operating loss carryforwards ................................ $12973 §$11,713
StOCK OPtONS .ottt 1,919 1,888
Deferredrevenue . .......... ..o, 4,219 4,962
Property and equipment .......... ... . . i i 2,429 2,233
Asset impairment, store closures and lease termination costs .......... 1,893 1,919
Deferred lease costs .. .... Lo e et s 818 - 853
Allowance for doubtful accounts ............ e 48 61
Accrued vacation .. ....... ... 256 157
Other ........ A . 58 58

24,613 23,844

Deferred tax liabilities—None
Less: Valuation allowance . .............. i, _ (24,613)  (23,844)

Netdeferred tax @sset . ..o. oo oont it e e R $ —

At March 28, 2004, we had tax net operating loss carryforwards of approximately $34,000,000 that expire

between 2013 and 2023.

Our ability to use our net operating losses to offset future income could be subject to restrictions enacted in

the United States Internal Revenue Code of 1986, as amended. These restrictions limit future use of net operating
losses and credit carryforwards if certain stock ownership changes occur.

A reconciliation of the statutory federal income tax rate to Tully’s effective income tax rate is as follows:

2004 2003 2002
(34.0)% (34.0)% (34.0)%

Federal statutory Tate ... ..... ... iiunnneinn i,

State income taxes, net of federalbenefit ............................ (1.6)% (1.6)% (1.6)%
Change INtax Tate . . . ... ov ettt ittt it et e it — —_ —
OO . . ot 07% 03% 1.9%

349% 353% 33.7%
— % — % — %

In April 2004, we were advised by FOODX that the Japanese tax authorities are conducting an examination

regarding the withholding taxes collected by FOODX, and that the tax authorities had taken a position that

certain amounts paid by FOODX under its supply agreement with us should be subject to Japanese withholding

taxes. FOODX has informed us that the tax authorities have demanded taxes, interest and penalties in the
aggregate amount of approximately $950,000, for which FOODX has requested indemnification from Tully’s.
We have not been provided sufficient information to evaluate the position of the Japanese tax authorities, or to

evaluate the validity of the FOODX claim for indemnification. We believe that the withholding tax treatment by
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FOODX under the supply agreement was appropriate. Further, if this assessment by the Japanese tax authority is
determined to have been valid, we believe that FOODX may have compromised its ability to claim

indemnification. We intend to investigate and vigorously defend our position, but cannot predict the financial
impact to us of this matter.

Because of our net operating losses, no tax expense or benefit has been allocated to other comprehensive
income.

10. Accrued liabilities

Accrued liabilities consist of the following:

March 28, March 30,
2003

2004

(dollars in thousands)

Employee wages and taXxes .. ...ttt e $1,253 $1,205
Professional feesand services ... ...... ... .. i e 529 253
Accrued lease termination and store closure costs . .......... ... ..., 281 245
Accrued real estate and property taxes . ............oeuniiniiiaaaaa. .. 335 347
10,1337 1,551 984
Total ... S $3,949 $3,034

11. Credit lines and long term debt

On November 1, 2002, Tully’s entered into a borrowiﬁg arrangement with Kent Central LLC (“KCL”) that
is secured by substantially all of our assets (the “KCL Credit Line”). Until July 2003, KCL was also lessor of the
building that houses Tully’s headquarters, roasting plant and distribution facility (See Note 16). The parties
agreed to amend this lease in connection with the establishment of the KCL Credit Line. When we first occupied
these premises in Fiscal 2001, KCL (as lessor) funded $1,000,000 of tenant improvements to the premises, and
the lease was amended at that time to reimburse the lessor for the improvement allowance through increased
lease payments. As a result, in Fiscal 2001 we recorded this $1,000,000 amount as a deferred lease cost liability,
and (prior to the establishment of the KCL Credit Line) were amortizing this liability as rent was paid. Under the
provisions of the KCL Credit Line and the lease amendment, the parties agreed to add the unamortized tenant
improvement allowance of $890,037 to the borrowed principal amount under the KCL Credit Line and to reduce
the monthly rental for the remainder of the lease term by approximately $16,000 per month,

Certain of our directors and shareholders (the “Guarantors”) have, in the aggregate, guaranteed $2,000,000
of the borrowings under the KCL Credit Line. Borrowings under the KCL Credit Line bear interest at prime less
Y2%, and a 3% loan fee is paid annually. The KCL Credit Line was in the initial amount of $2,000,000 in
addition to the $890,037 unamortized tenant improvement allowance. The terms of the KCL Credit Line and a
related agreement among Tully’s and the Guarantors include provisions that, among other things, restrict our
ability to incur additional secured debt or liens and to sell, lease or transfer assets. Other provisions of these
agreements would require accelerated repayment of the borrowed amounts in certain circumstances, including
the issuance of new equity, certain mergers and changes in control, certain sales of assets, and upon certain
changes or events relating to the Guarantors. We have agreed to indemnify the Guarantors in connection with the
guaranties and have granted each of them a security interest in substantially all of our assets (subordinated to the
security interest of KCL).
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In consideration for providing the guaranties, Tully’s is required to issue warrants to the Guarantors to
purchase 30.86 shares of common stock, at an exercise price of $0.05 per share, for each $1,000 of debt
guaranteed during a month, Thus, if our borrowings from KCL are $2,000,000 or more during each month of a
year, we would issue warrants exercisable for an aggregate of 740,640 shares of common stock for the year.
Tully’s is recognizing these non-cash loan guaranty costs as a financing expense based upon the fair value at the
date of grant of the warrants. Through June 15, 2004, we had granted warrants to the Guarantors as summarized
below:

Number of Shares
Director Other
Guarantors Guarantors Total

Warrants issued in Fiscal 2003 ............ ... .. ... . ..., 74,064 30,860 104,924
Warrants issuedin Fiscal 2004 ......................... 444,384 292,950 737,334
Warrants issued April 2004 for the Fiscal Quarter Ended

March 28,2004 . ... ... ..t 111,096 74,064 185,160
Total Warrants Issued . .........c. i, 629,544 397,874 1,027,418

On March 3, 2003, KCL and Tully’s amended the promissory note for the KCL Credit Line, providing an
additional borrowing facility for Tully’s (the “Second KCL Line”). Borrowings under the Second KCL Line are
secured by substantially all of our and bear interest at prime plus 4%, and a 1.5% loan fee was paid on the
maximum amount available under the line. Prior to the June 2004 Amendment described below, the borrowings
under the Second KCL Line were limited to the lesser of $1,000,000 or 100% of eligible accounts receivable.
KCL and the Guarantors agreed that KCL’s security interest under the Second KCL is senior to the security
interests of the Guarantors under their guaranties of the KCL Credit Line. On June 26, 2003, the Company and
KCL amended the terms of the KCL Credit Line and the Second KCL Line to extend the maturities of the credit
lines, and to establish a payment schedule for the KCL Credit Line. At March 28, 2004 the annual interest rate
(exclusive of the loan fees) for the KCL Credit Line was 3.5% and for the Second KCL Line was 8.0%.

On June 24, 2004, Tuily’s, and KCL amended the terms of the KCL Credit Line and the Second KCL Line
to extend the maturities of the credit lines (the “KCL Third Amendment”). Tully’s is required to make monthly
payments of principal for the KCL Credit Line in the amount of $70,000, in addition to any payments required as
the result of asset sales or new equity capital (these principal payments also reduce the maximum amount which
may be borrowed under the KCL Credit Line). Under the KCL Third Amendment, no loan fees are payable
during the remainder of the term, and the interest rate for both the KCL Credit Line and the Second KCL line
will be 12% per year commencing October 1, 2004. Effective June 24, 2004, maximum borrowings under the
Second KCL line may not exceed $750,000. On August 1, 2005, Tully’s is required to repay the remaining
obligations under the KCL Credit Line and the Second KCL Line. The Guarantors consented to the modification
of the KCL facilities in the KCL Third Amendment, and agreed to extend their Guarantees to both the KCL
Credit Line and the Second KCL Line (subject to a maximum aggregate guaranty of $2,000,000). The
outstanding debt under the KCL credit facilities at March 28, 2004 has been classified to reflect the scheduled
maturities after giving effect to the KCL Third Amendment.

During Fiscal 2001 we borrowed from a bank under a bank loan agreement. As of April 1, 2001, Tully’s
was indebted to the bank for $5,500,000, and on October 1, 2001 we fully repaid the outstanding borrowings
under the bank loan agreement and terminated the bank loan agreement. The borrowings were collateralized by
substantially all of the our assets and were guaranteed by two Tully’s directors. As compensation for the
guarantee, the two directors were issued stock options (See Note 17).
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Obligations under the KCL credit facilities, and other long-term debt consist of the following:

March 28, March 30,

2004 2003
. (dollars in thousands)
Borrowings under the KCL CreditLine . ........ ... .. ... ... ... ..... $2,577 $2,874
Borrowings under the Second KCL Line .............................. 380 465
Note payable for purchase of insurance (as of March 28, 2004, payable in
monthly installments of approximately $39,000 including interest at 5.85%,
through June 2004), collateralized by unearned or return insurance
premiums, accrued dividends and loss payments ...................... 117 119
ORI ..o e 5 25
3,079 3,483
Less: Current POrtiON . . .o v vttt et ettt e et e e (912) 377
Total Lo $2,167 $3,106

Future principal payments on the KCL credit facilities (giving effect to the KCL Third Amendment) and
other long-term debt are as follows (dollars in thousands):

Fiscal year

2005 e e $ 912
20006 . e 2,167
Total .. e e e $3,079

12. Convertible promissory note

In December 2000, Tully’s issued a convertible note in the principal amount of $3,000,000 to an affiliate of
a then-director of the Company. At any time prior to the earlier of January 2, 2005 or repayment of the note, the
note is convertible into Series A Preferred Stock or common stock in the event-that all shares of Series A
Preferred Stock have been converted to common stock. The conversion rate is‘the lesser of $2.50 per share or the
price per share of the most recent offering price, public or private, of common stock.

On January 1, 2001, Tully’s issued warrants to purchase 240,000 shares of common stock in accordance
with the terms of the note. The fair value of the notes was determined to be $2,544,000 and the warrants, which
have exercise prices below the fair value of the related common stock, were determined to have a fair value of
approximately $456,000, using the Black Scholes valuation model.

Upon issuance, the note was immediately convertible into Series A Preferred Stock at the note holder’s
option and was therefore deemed to have a beneficial conversion feature in the amount of $456,000. The
beneficial conversion feature is analogous to interest and will be allocated to interest expense over the life of the
note. The unamortized portion of the beneficial conversion feature was $69,000 at March 28, 2004 and $184,000
at March 30, 2003 and is recorded as a discount to the debt.

Since the issuance of the note, Tully’s has recorded additional non-cash interest expense in recognition of
the additional warrants issued in lieu of cash interest payments. For each $100,000 of debt outstanding on each
January 1st, we have been required to issue warrants to purchase 8,000 shares of common stock to the note
holder. The warrants have an exercise price of $0.01 and are exercisable for ten years from the issuance dates
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thereof. As of January 1 in each of 2002, 2003 and 2004, Tully’s issued warrants to purchase 240,000 shares of
common stock in accordance with the terms of the note. These amounts have been recorded as a deferred charge
and then are amortized to interest expense over the applicable year. The warrants issued on both January 1, 2004
and January 1, 2003 were determined to have a fair value of approximately $72,000 using the Black Scholes
valuation model. Due to the amortization of the beneficial conversion feature and the issuance of the warrants,
we recorded a non-cash charge to interest expense of $186,000 in Fiscal 2004, $498,000 in Fiscal 2003 and
$566,000 in Fiscal 2002.

In June 2004, Tully’s and the note holder agreed to amend the terms of the note as follows: (1) the maturity
of the $3,000,000 principal amount was extended to August 1, 2005, (2) interest will be paid in cash on the
outstanding balance of the note at the rate of 12% commencing January 1, 2005, and (3) no additional warrants
will be issued in lieu of cash interest on the note.

13. International Licenses and Deferred Revenue

In April 2001, Tully’s granted UCC an exclusive, perpetual license to use Tully’s business names,
trademarks and other intellectual property rights to develop and operate specialty coffee stores throughout Asia,
except for Japan, and received a $12,000,000 license fee. We have accounted for this payment as deferred
revenue and are amortizing this amount into income on a straight-line basis over the remaining term of the
prepaid royalties under the agreement. Commencing in April 2009, UCC is required to pay us a royalty and
service fee based upon the aggregate net revenues of the stores that UCC is then operating under the Tully’s
business name, and all other sales of products or services made under the Tully’s business names and trademarks
in Asia (other than Japan). Under this agreement, Tully’s has granted UCC a security interest in certain of our
intellectual property rights and certain proceeds related thereto solely as the same relate to stores located in the
licensed territories. The $12,000,000 license fee payment was the net payment after applicable Japanese tax
withholdings of approximately $1.2 million paid by UCC to the taxing authority, which amount is subject to
refund by Tully’s to UCC in the event the we receive a tax credit for such taxes.

Tully’s has license and supply agreements with FOODX. During August 2002, TCJ changed its name to
FOODX as part of a strategy to operate multiple restaurant strategies, including Tully’s Coffee stores in Japan.
Under the license agreement, as amended in Fiscal 2002, FOODX has the right to use the Tully’s trademark,
brand name and products in Japan in operating and franchising retail stores and engaging in wholesale coffee
sales. FOODX is required to pay licensing fees to us based upon franchised store revenues. The supply
agreement, as amended during Fiscal 2002, allows FOODX to roast Tully’s coffee in Japan and to purchase other
supplies and materials from sources other than Tully’s, subject to quality and pricing requirements. FOODX is
required to pay a fee to Tully’s based upon the purchases of coffee roasted in Japan. FOODX commenced coffee
roasting in Japan during Fiscal 2003.

In consideration for license rights and in connection with the formation of FOODX, we received 824 shares
of FOODX stock. On October 1, 2001, Tully’s received $4,200,000 in cash and 300 additional shares of FOODX
common stock (valued at $1,771,000 on that date) in connection with the amendment of our supply agreement
with FOODX. We accounted for the October 1, 2001 payment as deferred revenue and are amortizing this
amount into income on a straight-line basis over fifteen years, the estimated life of the agreement.

On August 31, 2003, Tully’s and FOODX amended the license agreement among the parties. The
amendment provided our consent in connection with a proposed tender offer for the stock of FOODX by its
management and other investors, and licenses FOODX to develop and market Tully’s brand ready-to-drink
coffee beverages (“RTD products™) in Japan. Commencing November 2004, we will receive a royalty upon RTD
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product sales of FOODX. We received a fee of $500,000 from FOODX in connection with the amendment. We

recorded the fee as deferred income and are amortizing the fee over the fourteen month period from the execution
of the amendment through October 2004.

Deferred revenue is summarized as follows:

Years Ended
March 28, March 30,
2004 2003
(dolars in thousands)
License amendment fee payment from FOODX .................... ... $ 500 $ —
Less: Deferred revenue recognized innetsales ......................... (2,087) (2,043)
Other, MEt . . e e e e —_ @)
Net decrease in deferred revenue fortheyear . .......................... (1,587) (2,050)
Deferred revenue C
Beginningof year .......... ... i BRI 14,007 16,057
End Of YEar ..........c..oiuireiii i L. 12,420 14,007
Less: CUmrent POrtion . ...« coo vttt ettt (2,124) (1,838)
Non-current portion of deferred revenue ............... ... ....cc...... $10,296  $12,169

During Fiscal 2004 we entered into preliminary discussions with FOODX about the possibility of
integrating our business with FOODX. On May 12, 2004, we reported that we have ceased discussions with
FOODX. In connection with these discussions and the evaluation of this business integration opportunity, we
incurred fees and other expenses of approximately $541,000 in Fiscal 2004. Approximately $60,000 of additional
costs were incurred in the first two months of Fiscal 2005.

In Fiscal 2003, we assigned our intellectual property rights outside of the United States relating to the
Spinelli brand, including the trademarks and related goodwill, to Spinelli Pte, Ltd. (“SPL”). Under the agreement,
SPL paid $500,000 to Tully’s. We retain certain rights with respect to the use of the Spinelli brand and related
intellectual property in the United States and Japan. The $500,000 purchase price, less approximately $40,000 of
costs, was reported as “other- miscellaneous income” in Fiscal 2003.

14. Related-party transactions

In connection with the KCL Credit Line, warrants to purchase shares of common stock were issued to the
Guarantors of the KCL Credit Line in Fiscal 2003 and Fiscal 2004, and we are obligated to issue additional
warrants as compensation to the Guarantors (See Note 11).

Prior to its repayment (See Note 11), our bank borrowings were guaranteed by our Chairman and another
director in consideration for a combined guarantee fee, paid in stock options with an estimated value equal to one
percent (1.0%) per month on the line’s monthly average balance. In Fiscal 2002, Tully’s issued options to
purchase an aggregate of 105,112 shares of common stock with an estimated fair market value of $210,000 to the
guarantors.

A person who served as a director of Tully’s from 1994 until December 2002 was at the time of counsel
with a law firm that provides legal services to us. During Fiscal 2003 and Fiscal 2002, respectively, we incurred
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fees and costs of $196,000 (of which approximately $108,000 was payable at March 30, 2003) and $317,000 (of
which approximately $116,000 was payable at March 31, 2002) for services by the law firm.

15. Store closure and lease termination costs

Store closure and lease termination costs are summarized as follows (dollars in thousands):

Fiscal 2004 Fiscal 2003 Fiscal 2002

Store closure costs, including losses from disposal of property

and eQUIPMENL .. ... vov it ettt $170 $ 12 $ 524
Lease termination COSES . .o viv v it et iee i ieeiaes — 96 1,059
Total .. e e $170 $108 $1,583

During Fiscal 2004, we closed seven stores that did not meet our financial criteria. These seven stores
represented approximately 1.5% of our Fiscal 2004 sales. We closed a total of five stores during Fiscal 2003,
including one seasonal store. These five stores represented approximately 0.8% of our Fiscal 2003 net sales.
During Fiscal 2002, we determined to close twelve stores that did not meet management’s financial
requirements, and a $524,000 charge was recorded against operations during Fiscal 2002 for store closure costs
and loss on disposal of property and equipment, plus a charge of $250,000 for termination of the related leases.
Ten of these stores closed in Fiscal 2002 and two closed in Fiscal 2003. In Fiscal 2001 we identified four stores
for closure and recognized a charge of $1,194,000 related to the closure of these stores. Two of these four stores
closed during Fiscal 2001 and the remaining two closed in Fiscal 2002. Stores closed in Fiscal 2002 represented
2.0% of Fiscal 2002 net sales.

We also had unopened retail store locations for which leases had been signed, but the stores had not yet
been built. We recognized $809,000 of costs for termination of these leases in Fiscal 2002. One of these locations
was later reevaluated and opened as a new store in the fourth quarter of Fiscal 2003. As of March 28, 2004, the
remainder of these leases had been terminated or subleased.

16. Commitments and contingencies
Lease commitments

We lease all of our retail and office space under operating leases, which expire through 2016. The leases
provide for minimum annual payments, contingent rentals based upon gross sales and, in certain cases, escalation
clauses and options to renew. Rental expense is recorded on a straight-line basis over the respective terms of the
Ieases. Rental expense under these operating leases was approximately $5,800,000, $6,300,000, and $6,600,000
for Fiscal 2004, Fiscal 2003 and Fiscal 2002, respectively. Contingent rental expense was approximately
$147,000, $141,000, and $167,000 for Fiscal 2004, Fiscal 2003 and Fiscal 2002, respectively and is recognized
as incurred. Our Chairman has guaranteed performance under one of our leases.

In connection with certain leases, lessors have granted tenant improvement allowances to Tully's. These
amounts, included in liabilities under the caption “deferred lease costs,” are amortized into income on a straight-
line basis over the life of the related lease. Also recorded in deferred lease costs is the “stepped rent” excess of
rental expense computed on a straight-line basis over the actual rent payments required by the terms of our
leases.
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We lease the building in Seattle, Washington, that houses our headquarters, roasting plant and distribution
facilities (the “Airport Way Property”) pursuant to a ten-year lease (expiring May 2010} and subject to two five-
year options to renew. In July 2003, the original lessor sold the Airport Way Property to Rainier Commons LLC
(“Rainier”) and Rainier thereby became lessor to Tully’s. In Fiscal 2004, Rainier and Tully’s amended the lease
to (1) eliminate the lessor’s option to terminate the lease on 150 days notice, (2) reduce the portion of the
property leased to Tully’s to approximately 80,000 square feet of building (the portion of the Airport Way
Property that was used by Tully’s) and make available to Rainier the remainder of the Airport Way Property, and
(3) reduce the rent and occupancy costs paid by us.

We have subleased some of our leased premises to third parties under subleases with varying terms through
2008. Expected future sublease receipts under such sub-lease agreements are summarized as follows:

Fiscal year

(dollars in thousands)
200 e e e e e $ 384
2000 e e e e e e 393
2007 e e e e e e e e 359
2008 e e e e e 338
2000 e e e 290
B3T3 (21 = 202
TOtal et $1,966

Minimum future rental payments under noncancellable operating leases as of March 28, 2004 are
summarized as follows:

Fiscal year
(dollars in thousands)

2005 e e $ 5,035
2006 . e e e e 4,753
2007 o e e 4,283
2008 . e e 3,707
2000 L e e 3,277
Thereafter .« . oot e e e e e e 3,621

Total . e $24,676

Tully’s has funded the acquisition of equipment through capital leases. These leases typically have terms
ranging from three to five years and generally have bargain purchase options. Minimum future rental payments
under capital leases as of March 28, 2004 are summarized as follows:

Fiscal year
(dollars in thousands)

2005 L $ 333
2006 . e 119
200 L e e e 63
2008 L e 19
2000 L e 2
Thereafter . . ... .. —
Total minimum lease payment . ... .......ee ettt it 536
Less: Amount representing future interest . . .......... .o i i, (100)
Present value of net minimum lease payments under capital leases .............. $ 436
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Purchase commitments

It is our general practice to enter into forward commitments for the purchase of green coffee in order to
secure future supplies of premium quality coffee beans that meet our specifications, in quantities that we estimate
will be required to meet our future roasting needs. Typically, Tully’s has entered into contracts for the next
season’s delivery of green coffee beans to help ensure adequacy of supply. However, in Fiscal 2004, Tully’s also
entered into contracts for part of its second year (Fiscal 2006) coffee harvest requirements, in order to provide a
more stable market for the growers and to provide for more certainty of coffee bean supply and pricing in Fiscal
2006. As of March 28, 2004, we had approximately $3,600,000 in fixed-price purchase commitments for Fiscal
2005 and $1,500,000 in fixed-price purchase commitments for Fiscal 2006. We believe, based on relationships
established with our suppliers, that the risk of non-delivery on such purchase commitments is remote.

Employment Agreements and Compensatory Arrangements

Pursuant to the employment agreement with our Chief Executive Officer, and the employment letters for
other members of Tully’s management, Tully’s has agreed to pay severance compensation to our CEQO and these
executives in the event their employment by Tully’s is terminated for reasons other than certain excluded
circumstances. The amount of severance to be paid would depend upon the rate of salary at the time of
termination and other factors. As of March 28, 2004, the aggregate contingent obligation for severance to these
individuals was $648,000. In April 2004 Tully’s accepted the resignation of our CEO, and is required to pay him
severance compensation of $424,000 in varying installments over a twenty-four month period starting in July
2004.

Contingencies

In February 2004 a lawsuit was filed against Tully’s in California State Court by two former store managers
alleging misclassification of employment position and seeking damages, restitution, reclassification and
attorneys’ fees and costs. The plaintiffs also seek class action certification of their lawsuit. We are investigating
and intend to vigorously defend this litigation, but cannot predict the financial impact to us of the litigation.

In April 2004, we were advised by FOODX that the Japanese tax authorities are conducting an examination
regarding the withholding taxes collected by FOODX, and that the tax authorities had taken a position that
certain amounts paid by FOODX under its supply agreement with us should be subject to Japanese withholding
taxes. FOODX has informed us that the tax authorities have demanded taxes, interest and penalties in the
aggregate amount of approximately $950,000, for which FOODX has requested indemnification from Tuily’s
(see Note 9). We intend to investigate and vigorously defend our position, but cannot predict the financial impact
to us of this matter. No amounts have been accrued for this matter at March 28, 2004.

We are a party to various other legal proceedings arising in the ordinary course of our business, but are not
currently a party to any other legal proceeding that we believe could have a material adverse effect on our
financial position or results of operations.

17. Stock options
Company Stock Incentive Plan

In 1994, Tully’s shareholders approved a Stock Incentive Plan (the “1994 Plan”) whereby we may issue
incentive or nonqualified stock options to our employees and directors. Stock options are granted solely at the
discretion of our Board of Directors and are issued at a price determined by our Board of Directors. The term of
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each option granted is for such period as determined by our Board of Directors, but not more than ten years from
date of grant. Options are nontransferable and may generally be exercised based on a vesting schedule
determined by our Board of Directors. The 1994 Plan provides for acceleration of outstanding options under
certain conditions, including certain changes in control of Tully’s. In August 1999 our stockholders approved an
amended plan, which established the maximum number of shares issuable under the 1994 Plan and the Employee
Stock Purchase Plan (See Note 19) at 4,200,000, and in June 2003, our Board of Directors further amended the
1994 Plan. The 1994 Plan will terminate in October 2004 unless extended by our shareholders (this will not
terminate outstanding options).

Founder’s Stock Option Plan

In addition to options granted under the 1994 Plan, our chairman and founder has granted options to
purchase shares of his stock to employees and third parties (the “Founder’s Plan”). During Fiscal 2002, our
founder granted options to purchase 9,800 shares of common stock at an exercise price of $0.01 per share. There
were no options granted under the Founder’s Plan in Fiscal 2003 or Fiscal 2004. Options outstanding under the
Founder’s Plan at March 28, 2004 were 1,692,467. These options have vesting periods ranging from immediate
vesting to five year vesting and have a twenty-five year life. Although Tully’s did not grant the options, generally
accepted accounting principles require that we record an expense related to these grants. Accordingly, in Fiscal

2002 we recorded an increase to additional paid-in capital and a non-cash charge to compensation expense of
$20,000.

All Plans

Under the intrinsic value method of accounting, compensation cost is measured as the excess, if any, of the
fair value of our stock at the date of grant over the amount the employee must pay to acquire the stock.
Compensation cost is amortized on a straight-line basis over the vesting period of the individual options. For
purposes of these computations, the estimated market price per common share at the time of grant has been
established by our board of directors and was $.32 per share for options granted in the first two quarters of Fiscal
2003, $.31 per share for options granted in the last two quarters of Fiscal 2003 and was $0.30 per share for
options granted in Fiscal 2004. We have adopted the disclosure-only provisions SFAS No. 123 for options
granted to employees (see Note 1 for the disclosure of compensation expense as if determined under the
provisions of SFAS No. 123).

Non-cash stock option compensation expense under these two plans (including employees and directors and
also third parties under the Founder’s Plan) totaled $87,000, $81,000, and $259,000 for Fiscal 2004, Fiscal 2003
and Fiscal 2002, respectively. Additionally, in consideration for a guarantee on its bank loan agreement, we
issued stock options under the 1994 Plan to the guarantors until the bank debt was repaid in Fiscal 2002 (See
Note 11).

55




Tully’s Coffee Corporation
Nofes to Consolidated Financial Statements—(Continued)

Stock option activity under both plans for Fiscal 2004, Fiscal 2003 and Fiscal 2002 is summarized as
follows:

Weighted-
average
Number of " exercise
options price
Balance, April 1,2001 ... .. .. e 4,096,256 $0.37
Granted ........... e e e e e e 184,662 0.01
Forfeited ... ... i e e (306,810) 1.34
ExXercised .. .. ooii i e e e (27,726) 0.01
Balance, March 31,2002 ... ... . e 3,946,382 0.28
Granted . ... ... e 1,448,300 1.08
Forfeited ... i e e (59,908) 0.51
EXerCised .. ottt e e e e (80,424) 0.01
Balance, March 30,2003 ......... .. e 5,254,350 0.49
Granted ... e e 553,900 0.37
Forfeited ...... ... i i e e (145,664) 0.64
Exercised . ..ot e — —
Balance, March 28, 2004 . ... ... i e 5,662,586 $0.47

At March 28, 2004, options for 3,970,119 shares were outstanding under the 1994 Plan and options for
104,215 shares had been exercised under the 1994 Plan (leaving 125,666 shares available for grant under the
1994 Plan and the Employee Stock Purchase Plan). As of March 28, 2004, March 30, 2003, and March 31, 2002
options for 3,970,119, 3,787,015, and 3,839,186 shares, respectively, were exercisable under both the 1994 Plan
and the Founder’s Plan. Outstanding stock options are summarized as follows:

March 28, March 30, March 31,
2004 2003 2002

Issued under the 1994 Plan

Employees and Directors, . .........coviiuiininnnennenann. 2,817,884 2,409,648 1,089,830
Directors, for Loan Guarantees ...............covtiinvevnns 1,152,235 1,152,235 1,152,235

Total OQutstanding under 1994 Plan .. ....... ... ... ... .. .. .. ... 3,970,119 3,561,883 2,242,065
Qutstanding under the Founder’sPlan .............................. 1,692,467 1,692,467 1,704,317
Total Outstanding Stock Options ............... ... ... ... 5,662,586 5,254,350 3,946,382

The following table summarizes information about options granted during each fiscal year under both the
1994 Plan and the Founders Plan:

Fiscal 2004 Fiscal 2003 Fiscal 2002
Weighted- Weighted-
average average

Shares fair value Shares  Shares fair value Shares

Weighted-average fair value of options granted during the
year whose exercise price was less than the fair value of
the stock onthedateof grant . . .................... — — 717,500 $0.32 184,662 $1.99

Weighted-average fair value of options granted during the :
year whose exercise price was greater than or equal to
the fair value of the stock on the date of grant ........ 553,900 $0.37 730,800 $0.32 —_ _

Total ... ... 553,900 1,448,300 184,662
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The following table summarizes information about fixed-price options outstanding at March 28, 2004 under

the 1994 Plan (it excludes options exercisable under the Founder’s Plan, which will not effect the outstanding
shares, or provide cash proceeds to Tully’s, if exercised):

Options outstanding Options exercisable
Weighted-average
Range of Number Weighted-average remaining Number Weighted-average
exercise prices outstanding exercise price contractual life exercisable exercise price
(years)

$0.01 ......... 2,154,979 $0.01 6.36 1,794,978 $0.01
030 ......... 54,000 0.30 10.0 54,000 0.30
031 ......... 465,600 0.31 942 — 0.31
033 ......... 13,593 0.33 5.77 13,593 0.33
150 ......... 93,712 1.50 4.05 93,712 1.50
L7 ... 91,520 1.75 4.08 91,520 1.75
178 ......... 645,000 1.78 7.08 351,666 1.78
225 ..o 119,882 2.25 497 119,882 2,25
250 ... 291,833 2.50 8.08 121,666 2.50

Total ...... 3,970,119 2,641,017

18. Stockholders’ equity
Preferred stock

Each outstanding share of our Series A Preferred Stock is convertible at any time by the holder thereof into
shares of common stock at the then-effective conversion price. In addition, each outstanding share of Series A
Preferred Stock is automatically convertible into shares of common stock when and if Tully’s completes an
underwritten public offering of Tully’s shares of common stock with gross proceeds to Tully’s in excess of $15
million, at a per share price of $5.00 or more (“Qualified Offering”). The Series A Preferred Stock contains an
anti-dilution protection right that provides for a weighted average adjustment of the conversion price in the event
we issue shares of capital stock at an effective price less than the Series A Preferred conversion price then in
effect, subject to certain limitations and exclusions. As a result, at March 28, 2004, each outstanding Series A

Convertible Preferred share could be converted at the option of the shareholder into 1.11 of our shares of
common stock.

Holders of Series A Preferred Stock are entitled to receive dividends when and if any dividends are declared
to be paid by our Board of Directors, Voting rights of the Series A Preferred Stock are subject to adjustment for
the anti-dilution adjustment and as a result, at March 28, 2004, each share of Series A Preferred Stock was
entitled to cast 1.11 votes on all matters submitted to a vote of our shareholders. Series A Preferred shareholders
may exercise cumulative voting rights with respect to the election of Directors.

In the event of any liquidation or winding up of Tully’s, each share of Series A Preferred Stock is entitled to
receive, prior and in preference to all other payments to the holders of Series B Preferred Stock and the shares of
common stock, an amount equal to $2.50, plus any and all declared but unpaid dividends with respect to such
share of Series A Preferred Stock (the “Series A Liquidation Preference”). Assuming distribution of the full
Series A Liquidation Preference, common stock liquidation preference (described below), and the Series B
Liquidation Preference (described below), and subject to the rights of any additional preferred stock that may in
the future be designated and issued by Tully’s, our remaining assets available for distribution to shareholders
would be distributed pro rata among the holders of the Series A Preferred Stock, Series B Preferred Stock and
shares of common stock, treating the shares of Series A Preferred Stock and Series B Preferred Stock on an as-
converted basis. '
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Holders of Series A Preferred Stock have certain rights to require us to register the shares of common stock
issued upon conversion of the Series A Preferred Stock. These rights generally allow persons holding the
underlying shares of common stock to require Tully’s to use its best efforts to register the shares for resale under
the Securities Act of 1933, as amended, and under such state securities laws as may be necessary. These rights
include the right to demand that we file a registration statement for the underlying shares of common stock at the
shareholders’ option no more than one time following our initial public offering, if any, and thereafter, unlimited
rights once Tully’s is eligible to use Form S-3.

Each outstanding share of Series B Preferred Stock is convertible at any time by the holder thereof into
shares of common stock at the then-effective conversion price. In addition, each outstanding share of Series B
Preferred Stock is automatically convertible into shares of common stock at the then-effective conversion price
when and if we make a Qualified Offering. The conversion price for the Series B Convertible Preferred shares is
subject to an anti-dilution adjustment, but no adjustment has been required and each Series B Convertible
Preferred share could be converted at the option of the shareholder into one share of common stock as of
March 28, 2004.

Holders of Series B Preferred Stock are entitled to receive dividends when and if any dividends are declared
to be paid by our Board of Directors. Each share of Series B Preferred Stock also is entitled to cast one vote for
each share of common stock into which such share is then convertible on all matters submitted to a vote of the
shareholders of Tully’s. .

In the event of any liquidation or winding up of Tully’s, each share of Series B Preferred Stock is entitled to
receive, after full satisfaction of the Series A Liquidation Preference and the common stock liquidation
preference (described below), and prior and in preference to all other payments to the holders of shares of
common stock, an amount equal to $2.50, plus any and all declared but unpaid dividends with respect to such
share of Series B Preferred Stock (the “Series B Liquidation Preference”). Assuming distribution of the full
Series A Liquidation Preference, common stock liquidation preference and the Series B Liquidation Preference,
and subject to the rights of any additional series or classes of preferred stock that may in the future be designated
and issued by Tully’s, the remaining assets of Tully’s available for distribution to shareholders would be
distributed pro rata among the holders of the Series A Preferred Stock, Series B Preferred Stock and shares of
common stock, treating the shares of Series A Convertible Preferred Stock and Series B Convertible Preferred
Stock on an as-converted basis.

Common stock and Warrants

In the event of any liquidation or winding up of Tully’s, after distribution of the full Series A Liquidation
Preference, each common share is entitled to receive an amount per share equal to $2.25, plus any and all
declared but unpaid dividends with respect to such share of shares of common stock (the “common stock
liquidation preference”). Assuming distribution of the full Series A Liquidation Preference, common stock
liquidation preference and the Series B Liquidation Preference (described above), and subject to the rights of any
additional preferred stock that may in the future be designated and issued by us, our remaining assets available
for distribution to shareholders would be distributed pro rata among the holders of the Series A Convertible
Preferred Stock, Series B Convertible Preferred Stock and shares of common stock, treating the shares of Series
A Preferred Stock and Series B Preferred Stock on an as-converted basis.

Warrants to purchase an aggregate of 737,334 shares of common stock were issued to the Guarantors of the
KCL Credit Line in Fiscal 2004, and we are obligated to issue additional warrants as compensation to the
Guarantors (See Note 11). Warrants to purchase an aggregate of 240,000 shares of common stock were issued in
lieu of cash interest payments to the holder of the convertible note in each of Fiscal 2004, 2003 and 2002 (See
Note 12).
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During Fiscal 2004, watrrants to purchase 82,000 shares of common stock were exercised at prices between
$0.01 and $0.33 per share. During Fiscal 2003, warrants to purchase 20,000 shares of common stock were

exercised at $0.33 per share, and during Fiscal 2002, warrants to purchase 7,500 shares of common stock were
exercised at $0.33 per share.

At March 28, 2004, we had warrants outstanding to purchase shares of our common stock as follows:.

Outstanding Number Exercise
warrants exercisable Prices
Issued with Series A Preferred Stock investment units ... 6,576,098 6,576,098 §$ 0.33
Issued to guarantors of credit facilities (see Note 11) .. .. 842,258 104,924  § 0.05
Issued to holder of the convertible note (see Note 12) .. .. 960,000 960,000 $ 0.01
Other . ... e 851,454 851,454  $0.01 - $0.33
Totals . ..o e 9,229,810 8,492,476

Prior to October 1999, holders of Tully’s capital stock were entitled to preemptive rights pursuant to our
Articles of Incorporation and the Washington Business Corporation Act. During this time, we engaged in various
offerings without providing shareholders the opportunity to exercise their preemptive rights.

On May 12, 2004, we filed a registration statement with the SEC relating to a proposed offering of our
common stock and investment units (each unit consisting of convertible preferred stock and warrants to purchase
common stock), through the distribution of subscription rights to eligible sharecholders and former shareholders.
Upon the effectiveness of the registration statement, eligible shareholders and former shareholders of Tully’s will
receive rights to purchase these securities at the prices at which they were issued by Tully’s between 1994 and
1999, in an attempt to satisfy any potential claims those persons may assert. Shareholders of record at the record
date will receive over-subscription privileges to purchase any shares of common stock and investment units not
purchased through the exercise of the rights. The registration statement has not yet become effective. These
securities may not be sold nor may offers to buy be accepted prior to the time the registration statement becomes
effective. The provisions of the offering may be revised in an amendment to the registration statement, and the
offering may be cancelled at the discretion of our Board of Directors.

The rights and subscription privileges may be exercised in whole, in part, or not at all. The securities
covered by this rights offering are being offered on an “any or all basis,” which means that we may accept
payment for securities sold pursuant to any subscription received even if all of the securities offered are not
subscribed for in the offering. We have not set a minimum level for the completion of this proposed offering, and
we are unable to anticipate the extent to which the rights and subscription privileges will be exercised. However,
we expect that the subscriptions under the rights and subscription privileges will be substantially less than the
maximum number of shares of common stock and investment units offered in this proposed offering.

We believe this rights offering will provide Tully’s with an effective defense against any future claim
asserting that we issued shares in violation of the preemptive rights of our shareholders. If the rights offering
does not prove to be an effective defense to any such future claim, or if we do not complete the rights offering,
we may be required at some point in the future to issue additional shares of our capital stock or otherwise
compensate those shareholders whose preemptive rights were violated. Any additional issuances of our capital
stock could further dilute existing shareholders and any compensatory payment could adversely affect our
financial position.
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We estimate these shareholders and former shareholders may have an unsatisfied right to purchase our
securities as follows:

Estimated Number
of Securities to Be
Description of Shares and Historical Offering Price: Offered
Common shares priced at $0.333 pershare ........... ... ... .. ...l 220,000 shares
Common shares priced at $1.50 pershare ............ .. ... ... ... 490,000 shares
Common shares priced at $1.75 pershare ............... .. .. ... ... L. 180,000 shares
Common shares priced at $2.25 pershare ............ .. ... ... oo 860,000 shares
Investment Units (Each Unit consisting of four Series A Preferred shares and
warrants to purchase two Common shares with an exercise price of $.33) priced
at $10.00 per Investment Unit ... ..ottt 3,550,000 units

19. Stock purchase plan

In Fiscal 2000, our stockholders approved the Employee Stock Purchase Pian (the “Purchase Plan”). The
Purchase Plan qualifies under Section 423 of the Internal Revenue Code. Tully’s has authorized up to 4,200,000
shares of common stock to be offered under the Purchase Plan and 1994 Stock Option Plan combined. No
offerings have yet occurred under the Purchase Plan.

20. Employee 401(k) savings plan

During Fiscal 2000, we adopted a 401(k) savings plan for employees. Eligible employees may contribute up
to 20% of their salaries to the plan. Eligible employees are employees over the age of 18 who have been
employed by Tully's for six months. There is no mandatory match from Tully’s. Most plan administrative costs
are paid by the 401(k) savings plan.

21. Segment Reporting

We present segment information in accordance with Statement of Financial Accounting Standards No. 131,
“Disclosures about Segments of an Enterprise and Related Information (“SFAS 131”),” which established
reporting and disclosure standards for an enterprise’s operating segments. Operating segments are defined as
components of an enterprise for which separate financial information is available and regularly reviewed by our.
senior management.

We are organized into three business units: (1) the Retail division, which includes our domestic store
operations, (2} the Wholesale division, which sells to domestic customers in the supermarket, food service, office
coffee service, restaurant and institutional channels, and which also handles our mail order and internet sales, and
(3) the Specialty division which (a) sells products and materials to our international licensees and manages the
international licensing of the Tully’s brand and (b) is responsible for the franchising and licensing of Tully’s
stores in the U.S. and for developing business opportunities for complementary Tully’s-branded products.

During Fiscal 2004, Tully’s commenced development of new business opportunities related to the licensing
or franchising of Tully’s stores within the domestic U.S. markets and related to other business ventures extending
the Tully’s brand into complementary products. Tully’s has renamed its former International division as the
“Specialty division.” The Specialty Division includes these new U.S. franchising and licensing activities
(exclusive of any product sales to these customers, which are included in the Wholesale division) and also the
international business activities of the former International division.
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The accounting policies of the operating segments are the same as those described in the summary of
significant accounting policies in Note 1. We do not allocate our assets among our business units for purposes of
making business decisions, and therefore do not present asset information by operating segment. Operating
income/(loss) represents earnings before interest income and expense.

The tables below present information by operating segment:
Years Ended
‘March 28, March 30, March 31,
2004 2003 2002
(dollars in thousands)

Net sales

Retail store divisiOn . ......vivvi i e $40,617 $40,307 $ 41,477

Wholesale diVISION . ...t e e e e 6,522 5,778 5,116

Specialty division ........ ... 3,629 4,715 4,857

Corporate and Other . ... ... ittt ittt — — 8
Nt SAlES ot ittt e e e e $50,768 $50,800 $ 51,458
Operating income/(loss)

Retatl store division (1) . ... .. i i e e $ 2344 § (22) § (3,381)

Wholesale division . .......ciiit i e 419 538 320

Specialty division ......... . ... ... i PR 3,317 3,027 2,535
Corporate and Other eXPenses . ... ... .oovevur et (7,943) (9,942) (12,834)
Interestand other, net (2) . ... it e e (806) (487) 2,199
Loss before cumulative effect of change in accounting principle ............ $(2,669) $(6,886) $(11,152)
Depreciation and amortization

Retail store diviSIOn .. ..o viv e e $ 2511 $2630 $ 3,114

Wholesale diviSion . ....... it e e 318 346 282

Specialty division ........ ... . . . *k *ok *k

Corporate and Other eXpenses ... .........covvviiiieianeinunnnns 778 918 1,204
Total depreciation and amortization ............. ... ... ... i $ 3607 $ 3894 $ 4,600

**% ot material—less than $1,000

(1) The Retail division operating results include adjustments for impairment of long-lived assets of $99,000
(Fiscal 2004), $1,390,000 (Fiscal 2003), and $2,350,000 (Fiscal 2002), and for amounts required to close
stores and terminate store leases totaling $170,000 (Fiscal 2004), $108,000 (Fiscal 2003), and $1,583,000
(Fiscal 2002) (See Notes 8 and 15).

(2) Interest and other, net includes $14,000 and $2,887.000 for the realized gain from the sale of FOODX
common stock during Fiscal 2003 and 2002, respectively. There were no FOODX stock sales during Fiscal
2001. For Fiscal 2003, this also includes approximately $460,000 related to the sale of certain intellectual
property (See Note 13).

22. Subsequent Events

In June 2004, we amended the terms of the KCL Credit Line and the Second KCL Line to extend the
maturities of the credit lines as described in Note 11 and amended the terms of the convertible promissory note as
described in Note 12.
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23, Selected Quarterly Financial Data (Unaudited)

Summarized quarterly financial information for Fiscal 2004, Fiscal 2003 and Fiscal 2002 is as follows. Our
sales are moderately seasonal.

(dollars in thousands, except per share data)
Ist Qtr 2nd Qtr 3rd Qtr 4th Qtr Total

Fiscal 2004
NetSales........coviiiiiiieiiiiii... $12,879 $13,296 $12,790 $11,803 $ 50,768
GrossProfit ... e 7,101 7,285 7,083 6,646 28,115
NetLoss ..oovrnrin i (658) (483) (298) (1,230)  (2,669)
Basic and Diluted Loss per Share
NetLossperShare ........................ $ (0.04) $ (0.03) $ (0.02) $ (0.07) $ (0.16)
Fiscal 2003
NetSales........ooiiiiiiiiniiin .. $12,865 $13,025 $13,037 $11,873 $§ 50,800
GrossProfit ..........c.oiiiiiiiiiin 6,797 7,049 7,047 6,241 27,134
Loss before cumulative effect of change in accounting
principle ... .. ... (1,875) (1,021) (1,044) (2,946) (6,886)
Cumulative effect of change in accounting
principle ...... ... o (3,018) — — — (3.018)
NetLoss o.ovrtninn it (4,893) (1,021) (1,044) (2,946) (9,904)
Basic and Diluted Loss per Share
Loss per Share before cumulative effect of
change in accounting principle ............ $ (0.11) $ (0.06) $ (0.06) $ (0.18) $ (0.42)
Cumulative effect of change in accounting
principle ... ... . (0.18) — — — (0.18)
NetLossperShare ........................ $ (0.29) § (0.06) $ (0.06) $ (0.18) $ (0.60)
Fiscal 2002
NetSales........ooiiivii i, $12,909 $13,102 $13,244 $12,203 $ 51,458
Gross Profit .......... i 6,197 6,215 6,472 6,669 25,553
Net (Loss) Income .............. ... ... . ..., (3,648) (2,791) 42*  (4,755) (11,152)
Basic and Diluted Loss per Share
NetLossperShare ........................ $ (023) $ 0.17) $ #* § (029 $ (0.69)

*  In the third quarter of Fiscal 2002, we realized a gain of $2,589,000 on the sale of investments.
**  Less than $0.01

During the fourth quarter of Fiscal 2004, Fiscal 2003 and Fiscal 2002, the following adjustments were
recorded (dollars in thousands):

Fiscal 2004  Fiscal 2003  Fiscal 2002

Impairment of long-lived assets ......................... $ 99 $1,390 $2,350
Store closures and lease terminationcosts ................. —_— 96 498
Total ..o e s $ 99 $1,486 $2,848
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MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS
Market Information, Holders and Dividends

Currently there is no public market for Tully’s common stock. As of September 30, 2004, there were 4,965
holders of Tully’s common stock.

The Company has not paid dividends in the past and Tully’s presently does not plan to pay dividends in the
foreseeable future. The Company intends to retain and use earnings to finance the growth of its business for an
indefinite period. Any determination to pay cash dividends will be at the discretion of the Board of Directors and
will be dependent upon the Company’s financial condition, results of operations, capital requirements and such
other factors as the Board of Directors deems relevant.
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CORPORATION INFORMATION

TULLY’S BOARD OF DIRECTORS

Tom T. O’Keefe Arthur W. Buerk Lawrence L. Hood

Chairman of the Board and Founder =~ Founder and managing director of =~ Managing partner of Pacific

of Tully’s Coffee Corporation Buerk Dale Victor, LLC Portfolio Consulting, L.P.

Larry A. Culver George Hubman Marc Evanger

Founder of Inn Ventures, Inc. Co-Founder and retired vice Retired Chief Financial Officer,
president, WRQ Quality Food Centers

TULLY’S LEADERSHIP TEAM

John D. Dresel Kristopher S. Galvin Peter Hoedemaker

President and Chief Operating Executive Vice-President and Vice President, Retail

Officer Chief Financial Officer

Ron Gai Keri Peffer

Vice President, Wholesale Director, Marketing

SHAREHOLDER INFORMATION

Annual Meeting Shareholder Inquiries:

Thursday, November 18, 2004 http://www.tullys.com
8:00 a.m. local time Call Investor Relations at (206) 233-2070
Museum of Flight

9404 East Marginal Way South
Seattle, WA 98108

A copy of Tully’s annual report to the Securities and Exchange Commission on Form 10-K without the
exhibits thereto and quarterly reports on Form 10-Q will be provided to any shareholder without charge upon
written request directed to:

Investor Relations

Tully’s Coffee Corporation
3100 Airport Way South
Seattle, WA 98134

Or e-mail us at investor.relations @tullys.com

General information about our company is also available at our web site, http://www.tullys.com

CORPORATE OFFICE
Headquarters and Roasting Plant
3100 Airport Way South
Seattle, WA 98134
Phone: (206) 233-2070

(800) 96TULLY
Facsimile: (206) 233-2077
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